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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB EX PARTE NO. 382 (SUB-NO. 1)

MAJOR RAIL CONSOLIDATION PROCEDURES

REPLY COMMENTS OF CSX, NORFOLK SOUTHERN AND UNION PACIFIC

Joint Compendium of Prior Railroad Submissions
on Forced Access and Bottleneck Rate Issues

Pursuant to the Board’s Advance Notice of Proposed Rulemaking ("ANPR™)
served March 31, 2000, CSX Corporation and CSX Transportation, Inc. (joimtly "CSX™),
Norfolk SoulhcmvCorporation and Norfolk Southern Railway Company (jointly “NS™) and
Union Pacific Corporation and Union Pacitic Railroad Company (ointly “UP™) are woday tiling
scparate reply comments addressed to the issuc of proposed moditications to the Bozq'd'x policies
and rules governing proposed major rail consolidation transactions. Among other things. these
individual submissions respond to the proposals, made by various parties in opening comments,
that the Board should adopt revised merger rules that would authorize the Board to impose
merger conditions to “promote™ or “enhance™ pre-existing rail-to-rail competition through
various torced nf open access requirements. such as mandatory switching in terminal arcas,
compulsory trackage rights to permit 1\vo-c§nicr rail service to solcly served shippers,
“bouléncck“ rate requircments and similar ineasures.

~ As CSX, NS and UP explain in their separate comments, these forced aceess
proposals raise a number of Iegal and policy issues that the railroad industry and the Board have

previousty considered in other recent proceedings, notably including STB Ex Parte No. 575,
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Review of Rail Access and Competition Fssues. and STB Docket No. 41242, ¢t al., Central Power

& Light Co. v. Southern Pacific Transportation Co. (served Dec. 31, 1996). aff"d sub non.

MidAmerican Energy Co. v. STB. 169 F.3d 1099 (8th Cir.) cert. denied, 120°S. Ct. 372 (1999).

Because the issues -- and their proper analysis -- have not changed. CSX. NS and UP are

tendering herewith for the convenience of the Board a compendium of the most relevant

materials from the railroads™ submissions in these two prior proceedings.
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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB EX PARTE NO. 575
REVIEW OF RAIL ACCESS AND COMPleTlON ISSUES

\
COMMENTS OF
THE ASSOCIATION OF AMERICAN RAILROADS

INTRODUCTION AND SUMMARY
Tee Association of American Railroads submits these comments in response to
the Board’s request for comments served on February 20, 1998. AAkreprescmstheintcres&of
the nation’s major railroads. Its members operate 77 percent of the route miles in the United
States, employ 91 percent of rail employees and generate 93 percent of U.S. rail freight revenues.
’ mwmeoppmnnﬁtymptagmisvicwsonisamsofcompeﬁﬁonrd
mmthemlmdnslry The opportunity arises at a time when the rail industry is under

inmmysa'isﬁhomnmmwdmmy serious service problems in portions of the
western United States. These problems result from congestion caused by increased traffic and

capacity constraints, not from  lack of competition. The industry is committed to solving the

mumsqmsmucqﬂmmmmmmmmmmmm
the rail infrastructure that will prevent these problems from recurring.

This review of access and competition in the rail industry also occurs at a time
when certain shipper interests are calling for Congress to modify the existing scheme of
economic regulation'of raifroads. Some specific legislative proposals have been announced and
oﬁmpmposedchnmmthemgulmoryschemehawbeendascmedmmmdem The




Board has not asked the parties to address specific legislative proposals that have been or might
be made. Wenotethatmanyoftboseproposa]sinvolvesomcsonofforcedaccesstoréﬂroad
lines. For the most part, AAR’s comments address generically the impact of forced access on
ﬂxcnaﬁnn’srailnetworkandtheeﬁ'eaofmchforeedmonﬂ;eind\sny’smcnucsandits
ability to make necessary investments in the rail infrastructure.

We note, as a threshold matter, that any regime of forced access would entail
additional regulation beyond that which currently exists. It is legitimate to ask why shippers
(who are not fully availing themselves of the remedies available under the current regulatory
scheme) would be any happier with a different, more intrusive regulatory scheme. Ata
mmummm(awuuM)amemamemm
regulatory scheme would surely inevease. The costs and burdens of increased regulation were
factors that led Congress to reject re-regulatory proposals when it enacted the ICC Termination
Actin 1995,

The answer, apparently, is that shippers would be willing to participate in a more
intrusive regulatory process if they were guaranteed that changes in the substantive standards
would yield them net benefits in the form of rate reductions that exceed the costs of regulatory

participation. A principal objective of those who seek re-regulation is to transfer revenues from -

the railroads to those shippers who currently pay higher rates than they likely would pay if they

 were served directly by two cariers. Whether directly or by implication, the existing regime of
dlﬂ'ercnmlmcmgastmderamck. Certain shipper interests would dismantle it by having

- Congasandthenoudmm&cmesomefofmofmmp«vaﬁveheadom-headraﬂ




, To AAR’s knowledge, the proponents of forced access have never answered the
question of how ti:» mlroads can be expected to sustain themselves as private enterprises if they
operate under a regime of head-to-head competition that drives their pricss down ciose to
marginal costs. Some shippers would apparently contend that railroads could sustain rate
mducncnsbeeuseﬁxcymakudymahngtoomuchmoncy The railroads, and the investment
banking community to whom they must turn to raise capitai, fail to understand how an industry
which is not earning competitive returns on its assets and ranks in the bottom quartile of U.S.
industries in terms of profitability can be viewed as making too much money. Existing law on

But suppose the revenue adequacy standard were different and that under that
different standard railroads were found to have achieved revemue adequacy under the existing
scheme of differential pricing. Howconldﬂmnvem:eadeqmcybemsmingdmderany
mgulnuryschunedmmedlﬂnppasmmtwomhoads" The economics are irrefutable.
On many movements, direct rail-to-rail competition yields rates far lower than those needed on
avaagemmanihoad‘stoﬁleosts. ‘We know of no way of moving toward or staying at a
level of full cost recovery without heavy reliance on differential pricing. And unless there is
meaningful progress toward or achievement of full cost recovery, railroads will not make
necessary investments in tail infrastructure. Railroad managers will pursue their shareholders’
mwmmmumomymm@mpmmamﬁm
return. Public sector funding would be required to keep the railroads viable.

In the post-Staggers era, railroads have been willing to commit virtually all of
their free cash flow to investments in the rail infrastructure. It would be particularly dangerous

10 jeopardize this ability to invest at the present time when it appears that significantly more —

i4
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not less — capital investment is needed to overcome the capacity constraints that the industry
faces and to assure shippers the quality of service that they deserve. More capital investment is
needed not only to increase the capacity of the rail infrastructure but also, as William Rennicke
and Allan Kaulbach of Mercer Consulting explain. to sustain the trend of increased railroad
The capacity constraints and attendant service problems that the industry faces do
not reflect a lack of competition. Just the opposite is true. Spurred by a healthy U.S. economy
andﬁg‘aunscmeﬁﬁommilmﬁcrmmmedinmmmﬂshasgownsomezsmm
sinoe 1990 and rail rates have continued to fall. Traffic growth and declining rates plaialy
bespeak competition. Itiswidspreadandeﬂ'ecﬁve. There is significant head-to-head
cometition between railroads. AsDuiusGaskinscxplains,mxcksconﬁnmtompuneﬂ)evast
preponderance of surface freight in the United States. Barges compete with railroads for much
of the long-!mﬂ,huvyloadﬁlgmﬁcthatisparﬁculmiywens:ﬁwdtomovebymﬂ. Shippers
mmwmmmmmcwmﬁeﬁﬁmmbmmmc
mlroadsandmexemngeompeuuve leverage through plant siting decisions and threats of build

outs.

In those limited circumstances in which competitive abuse or market dominance
can be demonstrated, the Board has sufficient tools and discretion under the existing regulatory
scheme 10 address the harm and craft appropriate remedies. Those tools, such as the Board’s
market-based maximum rate standards and competitive access rules, were carefully developed to
implement existing rail transportation policy. That policy strikes the right balance. Itmﬁesm
competition in the marketplace to regulate price and service and it encourages the creation of
‘additional competition through private investment and initiative. Bmmapoucydbesnmseekté

-4-
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manufacture additionai competition through regulatory intervention, as proponents of forced
access would do.

The policies adopted by Congress and implemented by the Board have made the
USS. freight rail industry the eavy of the world. Messts. Rennicke and Kaulbach explain that
wunﬁsﬁmhvemﬂmdﬂrU.S.modelhv:rd‘mdMgmmmsofmd
productivity and reduced need for government subsidies. Other countries have experimented
with various regimes of forced access to their railroad networks, but their experience has been
unsatisfactory. Asvmmmma@mfmwdmmmxﬂ industry raises a host
of intractable problems, including the difficulty of designing a pricing scheme that provides for
ﬁﬂeﬁnm,ﬁedisﬁpaﬁmofmnﬁcofdmﬁwndmlmmmmthewaof
rail operations, and the problem of coordinating marketing, operating and investment decisions
mdaaregih:qfwenm

 Competition stemming from private initiatives yields eficiencies, 25
danonsuﬁed;;themmdomgmmhinrdhmdprodmﬁﬁtymthepoﬂ-Snggasm As
Craig Rockey of the AAR explains, under Staggers railroads have shed unproductive assets and
invested heavily in new productive assets. Productivity gains have been passed through to
si:ippugfnchﬂingthosewhomscwedbyoﬂyommihoad,inﬁwfomoﬂowms.
‘ mmmmmm’mmwaﬂ&ﬁmmdpﬁm
* “capital — not public funds — that will be needed to expand capacity, overcome current service
 problems and create a more efficient natioral rail network. It must be preserved.
AAR’s Comments are supported by verified statements from individual railroad
executives, economists and other transportation experts, and representatives of six major
-5-
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" financial institutions that supply capital to the railroads. Their testimony is briefly described

Chief Executive Officers of the Four Largest U.S. Railroads:
Robert D. Krebs, Chairman, President and CEO of The: Burlington
Northern and Santa Fe Railway Company, John 'W. Snow, Chairman,
President and CEO of CSX Corporation, David R. Goode, Chairman,
President and CEO of Norfolk Southern Corporation, and Richard K.
Davidson, Chairman and CEO of Union Pacific Corporation and
Chairman of Union Pacific Railroad Company, explain that the
market-based regulation initiated with the Staggers Act has benefited
both the railroads and the shipper community by promoting investment
in railroad operations and that these benefits would be jeopardized by
anyanemptmm-regxﬂmraﬂmadsthmughforcedacc(ss.

JolmQ Andexson,Exec:mveVncerdemofSalesandekeung
for CSX Transportation, Inc. discusses the pervasive intermodal,
geographic and product competition faced by the railroads and the
peed for adequate sources of capital to remain viable in the highly
competitive transportation market. Michael J. Ward, Executive Vice
President Finance for CSXT, discusses the financial performance of
CSXT and its predecessor lines under the post-Staggers Act regime
and describes the investments made possible by improved profitability.
James W. McClellan, Vice President — Strategic Planning for Norfolk
Southern, describes the economics of railroad networks, the benefits of
keeping ownership and operating control of rail assets within vertically
integrated firms, and the adverse implications of forced access.

Craig F. Rockey: Mr. Rockey, Senior Assistant Vice President of the-
- Association of American Railroads, presents detailed information
showmgd:emeesedapmlmvms,maeasedproducnvnyand
declining rail rates that have resulted from the present regulatory
system. He also explains that the railroads are not yet eaming
msﬁclmttoachmreﬁﬂlcostmovayandthattomn
viable they need the flexibility of demand-based pricing to generate
revenues necessary to make further infrastructure investments.

Joseph P. Kalt/David Reishus: Professor Kalt, Ford Foundation
Professor at the John F. Kennedy School of Government, Harvard
University, and Mr. Reishus, President of The Economics Resource
Group, Inc. (ERG), explain that the current market-based regulatory
system ha: enabled the railroads to achieve economies of density and
scope by allowing the market to determine where railroad resources

-6-
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should be allocated. Under forced access, recovery of full costs would
be essential to assure adequate capital investrment, but it would be
extremely difficult for regulators to design efficient access charges that
accomplished this goal. Forced access would result in inefficiencies
and increased costs because it would interfere with the ability of
railroad management to coordinate operations and investment in a way
that achieves optimal results for the enterprise as a whole.

William J. Rennicke/Allan Kaunjbach: Messrs. Rennicke and :
Kaulbach, Senior Vice Presidents of Mercer Management Consulting,
Inc. (Mercer), have provided consulting services to railroads and
governments worldwide. Their testimony describes the need for U.S.
railroads to increase substantially their infrastructure investments in
order to maintain efficient operations and the importance of an
efficient U.S. rail system to the competitiveness of U.S. industries in

- the emerging global market.- They also describe the lessons of open
access fron the actual experiences of several foreign countries. They
explain that when governments attempt artificially to promote
competition for railroad services through open access, the result is less
wmpeunonandsystcmdmarefarmorecosdyandcmbersomeand
far less efficient than the U.S. system.

Darjus W. Gasking, Jr.: Dr. Gaskins is a partner at the

ion-based management consulting firm of Carlisle, Fagan,
Gaskins & Wise, and was formerly Chairman of the ICC and a senior
executive at Burlington Northemn Railroad Company. His testimony
describes the intense competition that railroads face from trucks. He
- explains that forced access would undermine the railroads in their
competition with trucks because it would interfere with the ability of
_railroads to route traffic in efficient, single-line movements where they
have proven to be most competitive. Dr. Gaskins also explains that the
public benefits from a healthy railroad system because railroads are
ﬁmdedbypnvaxecapml tmhkcnucksthatdcpendonpubhcﬁmdsfor

s:xmajorﬁmnualmtlmm Bank
PaineWebber, Inc., Merrill Lynch, ABN AMRO North America, Inc.,
Credit Suisse First Boston Corporation, and Chase Securities Iric. —

describe the harmful effects that forced access would have on the
railroads’ abnhtytomsceapmlformymﬁ'asuucune
mvmmm.
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L THE EXISTING STATUTORY SCHEME GIVES THE NATION’S RAILROADS
THE ABILITY TO COMPETE VIGOROUSLY FOR THE TRANSPORTATION‘
OF FREIGHT

|
|

The story of the rail industry’s decline under the scheme of pervasive regulation |

) |

. |
ineﬁ'ectpﬁonodnSuggasRaﬂActofl%OmditsdrmaﬁcrwitaﬁuﬁonsinceStaggersis |

!
wellknown. Rockey V.S. at 4-6. InemcnngtheStaggersAct,Congx&recogmzndtha‘ x
|

mhvadswmoompcuumﬁomumksmdothummwmmgonsofﬁmght ;

mﬁcbmﬂmpxevaiﬁngmgulaﬁonnech:dednﬂmadsﬁommningmmmﬁﬁdmtm
maintain and replace the rail infrastructure and thus thwarted the industry’s ability to compete. |
Smﬁvﬂofthemikoadin&myrequhedamwugumwschmemadlowednikoadsm ‘

mbmhmekmmmvﬁlmwmmmmndiﬁmmddiﬁmﬁmm&mme K

basis of demand.! : \

The reforms that Congress enacted have been an unqualified success. Thepncmg\
and routing freedoms of the Staggers Act have enabled railroads to rationalize their systems, ‘x
reinvest in productive rail infrastructure, generate higher levels of service and dramatically |
increase productivity, resulting in lower rates for shippers. Figure 1, Indicia of Railroad |
mepmmmnymmmmofmuﬁm Thedm\l

underlying Figure 1 and the significance of those data are discussed in more detail in the verified |

: \
statement of Mr. Rockey. ; ~ , ‘

' See HR. Rep. No. 96-1035, at 35 (1979), reprinted in 1980 U.S.C.C.ANN. 3978, . K
3980; Cong. Rec. S15309 (daily ed. Oct. 29, 1979); H.R. Rep. No. 96-1035 at 121, mm L,
1980USCC.AN at4153. !
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The regulatory scheme devised by Congress relies on competitics: in the market

place to govern rail rates and service. The experience since Staggers demonstrates that there isl?‘
abundant competition in unregulated freight transportation markets which has allowed this |
) I

congressional objective to be fulfilled.
Sﬁggers allowed genuine rail-to-rail competition. The regulatory scheme pr?or
to Staggers discouraged competition among rail carriers. Ratcswcmsetbyratebms,whic%
recommended general rate increases that would apply across the board 1o all railroads and all
commodities. Rates were equalized over all routes between a given origin/destination pair,
without regard to differing costs. As a result, there was no incentive for railroads to compete. |
msuggersActtefOtmsdisconﬁnmdmeeqmlimﬁon,phasedontgencmlrateincwess_and‘\g‘
gavethgraﬂmads‘ﬁ'vaedomtoiarioeaccordingtomarketdcmandandtoopmomthosem\ne%
that they found to be most efficient. As discussed in the statements of the railroad witnesses, ‘
dmmﬂ-to—nﬂoompenuonbmmeamajorsomofprssmonraﬂmtesandservxcsaﬂer;
Staggers.. Formple,nlswendocrmemdthmhndto—beadoommnonbetweanNand |

CNW(nquP)mtthowderRlvaBasmmtﬂtedmadnmmcreducuonxnmlmtafor

transportation RBédaLasthosemikoadsoompetedvigorouslyforthatmarkcLEvenat |

Tm&mmnspmmemdmmmlemmmostnm

) T‘treight.’ Dspmthgdmmepmgxssofthemlmdusuy,mkssﬁnwmmandtheﬁon’sshne;v

'

""ofmcovmusxﬁeeﬁmghtumspommmmmdwmpaeeﬂ'emvdymthmhwsfm
'kmovunansofcveryoommodny Gaskins V.S. at 2-6. Themcreasmgumdform.lmadsto
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participate in transloading operations, compete for intermodal traffic, and invest in the
construction or expansion of intermodal facilities, as CSX and NS will do if the Conrail ‘
acquisition is approved, is further evidence of the intense competition and the need for railroads
: to find creative ways to compete for a share of this market. Ward V.S. at 13. }

Just as railroads are seeking to convert truck traffic to intermodal and carload rail :
service, trucks today are transporting sigaificant volumes of heavy bulk commodities that |
traditionally have been considered rail commodities.  For example, where it was once
considered impractical for trucks to move coal, a significant amount of the coal in the
Appalachian coal fields begins as a truck movement. Anderson V.S. at 13. Similar truck-rail
competition exists for coal movements in Utah. Other bulk commodities, such as soda ash
ﬁkeﬁsemuanspomdbymkorinkmk-railmovm

Barges provide effective competition for the bulk commodities best suited for |

rail transport. Some shippers have located their facilities on navigable waterways. Others have

t

|
|
8 the option to move their goods by truck or rail to navigable waterways to utilize barge |
; competition for bulk commodities, including coal, chemicals and grain. For example, railroads
compete with barges for transportation of coal from Appalschian coal mine origins. Anderson
V.S. at 14-15. Barge currently is a significant competitive option for movement of lumber along |
ﬂ:ngComandthz!ehasbemamtmwbmiﬂaBﬁdge,lnc;ofapmvpowd E
new barge service along the East Coast from Jacksonville, FL to the New York/New Jersey area [

that is expected to pull cargo off highways and railroads in the East? Ships on intracoastal

2 Barges Could Lure Truck, Rail Cargo, J. Comm., Mar. 20, 1998.

~10-
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‘waterways likewise play an important role in the transportation of many commodities, including
chemicals. |

Shippers exploit product and geographic competition with increasing
ingenuity. For coal transportation to electric utilities, dispatching priority and wheeling are
increasingly effective competitive constraints. As competition unfolds in the electric utility ‘
industry, coal-hauling railroads will necessarily be forced to compete with the cheapest source of
system-wide generation or off-system purchased power. Competition also exists in the form of
alternative mine sources and destinations and the substitution of other fuels.

Shippers of all commodities with multiple plants and facilities from whichto
supply their customers can take advantage of the geographical location of those facilities to
mmmmzﬁwkumspmuﬁonopﬁmm.L&zwbgpnﬂmnmwmvﬂmnumnﬂeﬂmmxs&mn“mkh%
to obtain product can shop around for the best delivered price. The ability of companies to site }
plant expansions or new facilities at locations with access to multiple carriers also provides |
bargaining; leverage in negotiating transportation prices. Anderson V.S.at 17, 19-21.

The mu'oducuon of new products and materials provides greatzz options for
manu&ctm’etsandconmas Foruample,thecontamcrmdustxymnmeglass alumnmmor
plastic formostfoodandbevmm Less expensive imported steel is often used in place of
domestic steel in construction projects. The availability of product and material substitutes
d&usnﬂuusummhnnm=NMVdmmsuﬂpmﬁmsd&mhmumnnmhmhmmgem
shippers. Anderson V.S. a 18; Davidson V.S. at 8.

,>Conpeﬁﬁonhthemrketphahur§nltedinsmdilydediningnﬂnts.j

As is shown in the STB’s own recent analysis, which was released by the Board’s Office of
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Economics in February 1998, the average real rail rate had fallen 46.4 percent between 1982 and
1996. Rockey V.S. at 35. |

|

Congress is well aware of the benefits of the competitive process initiated by the \

Staggers Act. In 1995, shipper groups presented many of the same proposals for re-regulation of
|

railroads that are being raised today. In enacting the ICCTA, Congress appropriately rejected
those proposals and concluded that the competitive process initiated by the Staggers Act should \
continue to work unfettered by new regulation. The Board itself has recognized that the

competitive process unleashed by the Staggers Act has been one of the most significant public

policy successes of this century. : |

II. RAILROAD MERGERS OVER THE PAST TWENTY YEARS HAVE
RESULTED IN INTENSIFIED COMPETITION

Some shipper interests express concern about the effect of mergers in the rail ‘
. : |

industry, suggesting that the trend toward consolidation has gone too far and that the reduced |

' number of carriers means there is less rail-to-rail competition. As a matter of economic analysis,
tlnsallegatwn Simply‘dounothold up. The level of competition is not a function of the number
of mlﬁvayiéégraikoadsinthenaﬁonasawhole. Itisaﬁmcﬁonofthequalityﬁnd
effectiveness of competitive options in particular markes. The syronger railroads created
through mergers in the post-Staggers era have enbanced competition.

A. The Mugers of the Past Tweaty Years Have Been Procompetitive

mmthm:ﬁkoadmgushvemmda’mducﬁouinwmpeﬁﬁon

seve:aldomreg:oﬂmlma&. Long'hanl,éingl&linemovmswae_theuocpﬁonmhet

-12-
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than.the rule. Most traffic moved in interline service, with moves involving three or more :
carriers being quite common. The industry was plagued with excess capacity and few mxitoads
were able to achieve -any meaningful ec;onomi&s of density because of the declining traffic basF
and the multiplicity of routes under the prior regime of open routing. |
The trend toward consolidation in the rail indusiry has been a market-driven eﬁji”'on
to achieve cost savings through the creation of more efficient rail networks. Kalt/Reishus VS\ at
10. Railroads exhibit economies of density and scope. By increasing the volume (density) of

traffic moving over the rail network, railroads are better able to cover their fixed costs. Andby

|
|
P
i

expanding the scope of their service offerings, railroads can improve their ability to recover
common costs, such as the costs ot"mlling stock and terminal facilities. Accordingly, most

railroad combinations of recent years have been predominantly vertical or end-to-end in mmne;
allowing the combined carriers to offer extended single-line service into new marketsand |
attracting higher volumes of traffic to single-line routes. |
\

The Board and its predecessor have recognized that vertical combinations are
fundamentally pro-competitive. In the Burlington Northern/Santa Fe merger, for example, the\
ICC found that the expanded market coverage resulting from the creation of new single-line |

i |
& i
& i
i

service would stimulate competition:

A commonly controlled BN/Santa Fe will encompass
- sigrificantly more of the major western freight transportation :
markets than either BN or Santa Fe covers alone. Current |
customers of BN and Santa Fe will benefit from extended market i
coverage, which will result in new competition for other railroads, |
trucks, and water carriers, and, ultimately, improvements in service |
and/or decreases in rates. There are several significant markets in .




U,

which the cpnsohdated system would provide new single-line

service” ' -

The Board’s predecessor also repeatedly rejected claims that vertical ‘
combinations of railroads would result in competitive harm, finding the allegations of such harm |
10 be implausible and unsypstantiated * Instead, expanded rail networks, more efficient route.
structures and lower wst;ﬂ’i:ave allowed merged railroads to compete more effectively with one
another and with trucks. Dr. Gaskins explains that railroads are better able to compete against
trucks when they are able to offer single-line service “because rail performance improves when
railroads have unified control of both the railroad infrastructure and the operation of& freight
transportation using it. Split control — in the form of interline transportation — poses a variety of
challenges that the railroads have had consistent difficulty addressing.” Gaskins V.S. a 10,

B.  The Reduced Number of Railroads Resnlting from Mergers Does Not Equate
to a2 Reduction in Competition

‘Those who play the numbers game tend to speak of the reduction in the number of
© Class I railroads. Currently there are nine Class I railroads.® There will be eight if the pending

Com-ailcom_mlmsacﬁonisapproved. Comparisons between the number of Class I carriers

No. 32549, siip op. at59(fCCservedAug 23, 1995) (BN/Saqta Fe).

* See, ¢.g., BN/Sama Fe, slip op. at 71; Union Pac. Corp. . — Control — Missouri Pac.
Corp,, Wester Pac., 366 1.C.C. 462,538(1982)<mmm> s:ﬂ&..mkmmm
_._SJB.IO9F.3¢!782,787(DC Cn' 1997), }eaboard Air L A 2

NoS),shpopatS(l.C.CservedM:r 27,1997)
% Burlington Northern Santa Fe, Conrail, CSXT, Grand Trunk Western, Ilinois Central, ;
* . Kansas City Southern, Norfolk Souther, Soo Line, and Union Pacific. |

-14-
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that exist today and the number that existed at any time prior to 1991 are misleading because the
ICC changed the revenue threshold for determining Class I carrier status in 1991, raising it froxgn

$96.1 million in annual operating income to $250 million in annual operating income. If this |

i
I
i

standard had not been changed, there would be 16 carriers today that would meet the Class I
Andthosewhoplaytbenumbersgametcndtoignomtheothgrsideofthecoin%
Based on 1996 data, which is the most recent available, 333 of the 553 freight railroads operatmg
in the United States today were established in 1981 or more recently. The local and regional -
railroads created under deregulation account for 36,324 miles of road operated, approximately 21
percent of the industry total. Inshort,theteisanincreasingmnnberofvigorousregionalandg
shortline railroads who have “filled in the gaps” on the national railroad map.
B\nthemlityisthaneithatheabsolmenmbetofmikomisnorthenmnberoii"
railroads of a particular size is a true measure of the intensity of competition. Competition can
only be assessed meaningfully with reference to particular markets and with reference to the
strength of the competitive options available in those markets. Thisispteciselythcinquirythalt _
the Board and its predecessor have undertaken in individual merger proceedings. In doing so,

they have adhered carefully to the statutory policy of preserving rail competition. As noted

earlier, the agency has carefully scrutinized allegations of reduction in competition through

vertical combinations of railroads and found them 1o be unsubstantiated. Anegaﬁmo@m.%ed
' |

competition through horizontal overlap are a different story and the ICC and the Boardthave |
‘ béénﬁgihmhmhgﬂmnﬂmagasdomtmhhﬁgﬁﬁemtmmpeﬁﬁvehmw




\ Cer;ainly' the most prominent illustration of the agency’s role in preserving

horizontal competition is the 1986 decision of the ICC denying the proposed combination of

Southern Pacific and Santa Fe on the grounds that there would be substantial horizontal overla;za
between the two systems that would cause a redu;:tion in competition. Other rail mergers that j
have been approved by the ICC or the Board in the post-Staggers era have all entailed careful
scrutiny of horizontal eﬁ'ects, and the agency has not been reluctant to impose conditions to ‘
remedy competitive harms when the record has justified such relief. Indeed, zheprecedemm#
the agency will impose a rcmedy‘in so-called “two-to-one™ smxanons is so well established tha‘t
the applicants in recent control proceedings have taken proactive steps to eliminate such |

reductions in competition before submitting their applications for the agency’s approval. In -
addition, commercial arrangements entered into between railroads in the context of settling |
disputes related to merger proceedings frequently have had the effect of expanding the
compeﬁﬁve:eachofthepatﬁ&sbeyondthmwhiche:ds@pﬁortothetansacﬁon. In the
Burlington Northern/Santa Fe merger for example, the applicants entered into a settlement
agreement with Southern Pacific that not only provided for SP to receive trackage rightsto |
remedyteducﬁonsinoompcﬁﬁonaxcertainpoimsbxnalsoprovidedfornewaccssforbothS}’“x
and applicants to certain markets. |
Although the number of very large railroads has been reduced, intramodal L
wmpeﬁﬁonisﬂongabewmeﬁnmﬁninglugenﬂmadsmmng«mdmdrmmkamcih
is greater. Economies of scope and density are conducive to the creation of railroads that can

attract large volumes of traffic and have broad geographic reach. Thenationisbettersewedby%
having two strong rail networks with broad network coverage who compete with each other
throughout the West or the East than with a patchwork quilt of regional railroads that face

-16-
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limited intramodal competition within their “franchise” territories. The proof is in the numbers.

_ Railroad mergers have not been accbmpanied by rising prices. Just the opposite has occurred. |
The Board is aware that this trend in declining prices has occurred even though the ICC often \

permitted the number of railroads offering service in a particular market to decrease 1o two: ;

Indeed [the ICC] approved mergers resulting in only two major

railroads serving large portions of the East. The two railroads,

CSX and NS, have competed effectively in these markets. As has

been true for the nation’s rail system as a whole since the Staggers ‘
Act, competitive pressures have been sufficient to spur railroads to ‘;\
enhance productivity by adopting efficient operating and ‘~
‘management systems, and their costs have gone down each year

because of significant productivity gains. Competitive pressures

have ensured that the preponderance of those gains have been
pamdalongtoshxppusmthefo:moflowermcsandbmcrand

morc. responsive service.®

|
|
|
Rail mergers have been driven by the need to create more efficient rail networks.

The process of actually achieving the efficiencies is obviously not foolproof, as the problems

currently being experienced by Union Pacific attest. But, as the Board has recognized, the |
service problems in the West were not caused by the combination of UP and SP. Given SP’s \
wukmdﬁmdﬂahdphyﬁalmndiﬁonitmﬂmdyvﬂnmmmmewmbinedmofé
traffic growth and inadequate infrastructure. When the service crisis is past and the necessary \\

|
i

invmintberﬁlinﬁmmehavebemmdc,ﬂ:eﬁxnpmcompeﬁﬁveeﬁbmof two
strong rail networks in the West will be realized. | ‘i

32760, sip op. atllS(servedAng 12, 1996) (UPSP).
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I  THE CURRENT REGULATORY STRUCTURE HAS ALLOWED THE
NATION’S RAILROADS TO BECOME MORE VIGOROUS COMPETITORS BY
PROMOTING CAPITAL INVESTMENTS IN RATLROAD DTFRASTRUCTURE\

Railroading is a capital intensive business. The nation’s railroads require about ‘
three times as much capital for each dollar of revenue generated as the average S&PIndusmal
company. Rockey V.S.at7. Largeapmlexpendmmareneededtommmplantand '
equipment, to upgrade fauhnsastechnologyandmarketschange,andtoexpandcapamy \

Mewashnledmxbtmhcnmeoftthtaggestctthatmadequa:emvuunem |
by the nation’ snﬂroadshadbeenamajorfactorconmbtmngtothmpoorﬁnancml health and “
unsatisfactory service. As Congress explained: |

The simple fact of the matter is that the railroad industry is a §

capital-intensive industry which for decades has had inadequate o

eunmgstomammnnsplantandfamhucsatalevelnecssarym
achieve improved services.”

The inadequacy of capital expenditures prior to the Staggers Act had fed upon itself - lower |
investment ledm lower quality service, which led to a decline in traffic volume and lower i
revenues that made further investment impossible.® Mr. Rockey describes in his Verified
Smmm&emblmWW&e&faMmﬁnmmddﬂayﬁupM _
improvements that characterized the 1970s. Rockey V.S. at 4-6. |
Deregulation under the Staggers Act has been highly successful in promoting
reinvestment in railroad infrastructure. . Even as railroads have shed unproductive assets through

7 StaggersRail Act of 1980, HR. Rep. No. 96-1430, at 95 (1980) ("Staggers Act
Report™). ‘
P
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abandonment# and consolidations, they bave invested m new ﬁroductive assets. Capital”
investment by the nation’s Class I railroads increased from under $20,000 per track mile in 1983
to almost $40,000 per track mile in 1996 in 1983 dollars. Rockey V.S. at 11-14 and Figure l"
The increase is far greater when expressed in nominal dollars. As Figure 1 to Mr. Rockey’s ‘
Verified Statement demonstrates, much of that increase in investment has occurred in the Iast 5
years. Overall, new capital investment in roadway, structures and equipment by the nation’s :

Class I railroads in 1996 alone was over $6.1 billion, with an additional $4.5 billion in roadway
!

and structure maintenance expenditures. Rockey V.S. at 11-12.

msinvsuncminthcmﬂhvlusnysincetheStaggersAmhasmadﬂhcmﬁon%’s
railroads stronger and more effective competitoxs. The expansion and improvement of }1
intermodal yards and terminals, track improvements and clearing of tunnels to accommodate.
double-stack intermodal traffic have allowed the railroads to attract substantial traffic from |

trucks. Extensive investment in railroad infrastructure has permitted the exploitation of Powq&

River Basin coal reserves. Operations have been improved through massive expenditures in
information and dispatching systems. The attached verified statements of AAR members
describe these investments further:

= Robert Krebs describes the benefits that have flowed to
shippers from BNSF’s large capital expenditures on equipment
and infrastructure in recent years and notes that BNSF expects
- to spend almost $7 billion during the three year period 1996-
1998 on infrastructure maintenance and expansion projects, ‘
including investments in new and rehabilitated tracks and yards ‘
and state-of-the-art information systems. 1

* Michae] Ward notes that CSXT has purchased 845 new
locomotives since 1989 alone, at a cost of $1.2 billion. He
describes the costly improvements made to several major
traffic routes and discusses the ongoing mvestmmtby CSXT |
in information technology.
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»  David Goode describes the NS 1998 capital improvements
budget of almost $1 billion, including expenditures for track
improvements, information systems and intermodal and bulk
distribution facilities. :

* Richard Davidson explains that while the burdens of pre-
Staggers Act regulation led railroad owners to diversify rather
than invest in rail operations, since the Staggers Act, the
railroads now combined in the Union Pacific system have
invested more than $31 billion in 1997 dollars in theu' rail
system.

These investments were made possible as the railroads’ operating margins
improved after the Staggers Act. Mr. Rockey demonstrates that the railroads are reinvesting
most of their available cash flow in infrastructure. Rockey V.S. at 14-18. But even with the
large and increasing reinvestment of available cash flow by the railroads, they continue to rely
heavily on outside sources of capital. See Figure 2 to Rockey V.S. and the attached investment
bankers and securities analyst verified statement. These investments have contributed to
dramatic improvements in Wﬁw and as the railroads become more productive, rates have
declined across the board. Rockey V.S. at 18-38.

While their profitability has improved since passage of the Staggers Act, the
railroads still do not generate a return on investment equal to their cost of capital. The nation’s

railroads rank thm:l out of 180 U.S. industries in productivity improvements since 1979, but their

return on equxty in tbe bottom quartile of the industries examined by Fortune. Rockey

V.S. at27 4. hvmrconﬁ&mcemthemhoadshasmproved,bmrenmonmlmad

investments are still ’DwM&o&amdM&
Aocastoapttalxsmoremrponantthanevertothemﬂmadindnsuyfortwo

‘reasons. First, as explained by Messrs. Reanicke and Kaulbach, the railroads were able to

increase their profitability since Staggers in the face of strong competition from trucks and

declining rates only through increased productivity. Those productivity gains, however, were
' -20-
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direct result of capacity constraints in the railroad network. The industry is as anxious as its

' shippers to resolve these problems, but improvements in service can only be made with further

O S R

achieved through measures that have largely been exhausted or through one-time evems as |
Messrs. Rennicke and Kaulbach put n, by harvestmg the “low-hanging fruit.”
Rennicke/Kaulbach V.S. at 5-6. Future productivity gains will need to be “purchased” with
additional, large-scale strategic mﬁ-asuuctme investments. Messrs. Rennicke and Kaulbach \
estimate that the nation’s railroads will need to double their levels of capital investment over t&e
next decade in order to remain viable. Id. at 6.

’ ~ New investment is also needed to meet increasing shipper demand for
transporxaﬁon service. Rail traffic as measured by revenue ton-miles has increased by about
50% since 1980. Figure 14 to Rockey V.S. Part of this growth has been fueled by the incmsihg
globahzanon of commerce and the resulting increase in demand for high-volume, long-haul ‘
transportation that is well suited to railroads. The railroad industry has reached the point whcrc:
further significant traffic growth will not be possible without investments that expand capacity.

Indeed, the concerns expressed by shippers over the current level of railroad service are the

investments in tracks, structure and equipment.

The need for new infrastructure spending is widely acknowledged. The recent

White Paper issued by the Railroad-Shipper Transportation Advisory Council stated that

“today’s demand for rail capacity outstrips the available supply.™ “Since Staggers, the numbc’r

|
|

of total Road Miles Owned in the United States has been reduced by 36%, yet the total tonnagel

\
|
i
|

 White Paper, RmroadsmpperrmspomnonAdv;soryComcumz (Mar. 1998)
("RSTAC White Paper”).




has increased by 41%.™'° Grain traffic has increased by 18% since 1991, coal traffic by 46%,

chemicals by 26%, and intermodal by 42%."' With the growth in demand, “the system in many

places has reached its operational capacity.”'?
Iﬁcreasing demand for transportation is havmg an effect on all aspects of the

 pation’s transportation system, not just the railroads. Trucks, which still dominate the surface
transportation of freight, face capacity constraints of their own. Driver shortages persist and
there continues to be political debate surrounding the public funding of increased highway
capacity. The nation’s port facilities also’arc finding themselves increasingly pressed for funds
to accommodate an explosion in intermodal cargo traffic."” It is clear that transportation capacity
will have to increase as the economy expands. The railroads can contribute to meeting these
increased capacity needs through private capital — unlike motor carriers that rely on public
funding of highway construction and expansion — but only if the regulatory structure gives the
railroads an incentive to make the necessary investments.

The Board has recognized that the recent service problems in the West are in large
part a consequence of inadequate infrastructure and constraints on available capacity. Inits
February 17, 1998 decision in STB Service Order No. 1518, the Board stated that

the evidence shows that this [service] emergency was caused in

" large measure by a trznsportation infrastructure in and around

Houston that is not adequately ~quipped to deal with natural surges
in a growing economy. . ... To protect against future crises . . . the

0 1d.arl
1 li
12 m;

See Rebuilding US lofrastructure to Cost Billions, J. Comm., Mar. 11, 1998.

-
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physical plant in Houston w:ll reqmre major upgradmg in order to
meet the needs of shippers.*

" As the Board noted, “It is well known that SP’s physical plant in general was in a state of
disrepair when UP took it over.”** Union Pacific has acknowledged that investments in
infrastructure are needed and has taken measures to address these infrastructure needs. 16AsMr1
Davidson states, “We are conducting a comprehensive analysis of the physical infrastructure ‘
needs of the Union Pacific system in the Guif Coast area, and we are going to invest what it takes
o meet those needs.” Davidson V.S.at3. |

Since the service problems have been created in part by inadequate infrastructure,
it wéuld be a grave mistake to make regulamry changes now that discourage or inhibit nemsar;!‘l
investment Indeed, the Board rejected the forced access posal of the Railroad Commission
of Texas in Service Order No. 1518 precisely because that proposal would have had the effect of
discouraging necessary investment. As the Board stated, “Government action that would \

-’discomage private investment in infrastructure without providing alternative funding would
degrade rather than improve service, and plainly would se iﬁaponsible.”"

The Board also acknowledged in its February 25 Decision extending Service
Order 1518 that adequate levels of infrastructure investment can be assured only if the railroads |
earn adequate revenues. Notingthgxthémmsa?l percent growth in ton-miles on the SP

system over the 10-year period ending in 1996, while revenue growth was only 18 percent, the

4 STB Service Order No. 1518 at 6 (Feb. 17, 1998) ("Feb. 17 Order”).

5 [d.ats
' Rail Service in the Westerp United States, STB Ex Parte No. 573 at 5 (served Feb.
25, 1998) ("Feb. 25 Order"). P 1

I Feb.17 Orderat 7. o ‘ C




Board concluded “that this profiless growth contributed heavily to the inadequacy of SP’s

Houston area infrastructure because there were few funds available to invest in the

infrastructure.™® In order to promote necessary investment in infrastructure, railroads must have
theopportumty :oeamcompeunvercmmsandtothmendtheyneedthepncmgﬂmbﬂny
afforded by the present regulatory system. ‘
|
IV. THE EFFICIENT AND COMPETITIVE RAIL NETWORK BROUGHT ABOUf
- BY THE CURRENT MARKET-BASED REGULATORY STRUCTURE GIVES |
U.S. INDUSTRIES A COMPETITIVE EDGE IN GLOBAL MARKETS

|

Global trade is becoming increasingly important to the U.S. economy. Exports as
a percentage of the gross domestic product have increased over 50% since 1985, from 7.2% in |
|

1985 to 11.9% in 1998. Rennicke/Kaulbach V.S. at 7. As global trade increases, the efﬁciencyi

of U.S. railroads is becoming increasingly important to U.S. competitiveness, a development |

recognized by the Board in its decision approving the Alameda Corridor project. There, the

Ports of Los Angeles and Long Beach were authorized to construct a 20-mile, muiti-track rail

corridor extending from the ports of Los Angeles and Long Beach into central Los Angeles. As \

: . \

the Board explained, , |

The fundamental purpose of the Alameda Rail Corridor project is {
to provide for more efficient rail freight transportation to and from *‘
theponsmordermaceommodmeandpromoteincmd ‘ ;
economic activity at the ports as the major West Coast and Umted |
States gateway to Asian and Pacific Region trading routes.'® '

" Feb. 25 Order at 4-5n.7. ‘5

Application, Finance Docket No. 22830, at4 (STB i
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The Board acknowledged that cxn'aordmary growth in traffic through the Ports of Los Angeles

and Long Beach was expected as global/txade becomes more important to the health of the U§

economy: !
The Ports have detailed the substantial increases in cargo they |
expect to handle over the next 25 years. In 1991, the Ports handled |
approximately 99 metric tons of cargo; by 2020, they expect to |
handle more than twice that amount. As a result of this anticipated 1
growth in cargo, port-related train movements over rail lines }
serving the port area are expected to increase from the current |
averageonStnmsperdaytoanavmgeofBumnsperdaym ‘
2010 and 97 trains per day in 2020.%°

Efficient railroad transportation is crmml to U.S. exporters of coal and grain.

Total U.S. coal exports are valued at $3 to $5 billion dollars per year in recent years. Over 80’%
of this coal is moved to port by rail. USDA recently estimated that 41% of grain exports in ‘}

1994-95 were carried to port by rail. In 1996, railroads delivered more than 350,000 carloads of

grain to" ports, witha val,nei of more than $5 billion. Railroads carried additional volumes of graim
destined for the ports in interline movemmt# with other transportation modes, such as barges.

Rennicke/Kaulbach V.S. at 7-9.

Railroads also handle an increasing amount of containerized traffic moving
through U.S. ports. Intermodal service is one of the fastest growing segments of rail traffic, up,

over 40% since 1990. In 1997, railroads originated a total of 8.7 million trailers and oontamq's‘
j

in the United States, and it is estimated that 34% of this traffic is interlined with international ‘
° |

steamship companies. This would represent a total of about 3 million units moving on the U.S.|

h
|
|

railroad system that is involved in offshore trade. Assuming an average value of $40,000 per
container, the value of this traffic is about $120 billion. Rennicke/Kaulbach V.S. at 8.

2 14 at8.




Railroad transportation is also critically important to the success of NAFTA.

Canada and Mexico are the first and third largest trading partmers of the United States. In 1996,
' the railroads carried goods valued at $73 billion dollars in trade with these two countries.
Slightly more than half of this traffic consisted of motor vehicles (autcs and trucks) and motor
vehicle parts. Other important commodities carried by the railroads in this international trade %
with Canada and Mexico included paper, paperboard and wood pulp ($5.6 billion); machinery
($5.1 billion); metals and metal aﬁ:icl&s (34.4 billion) chemicals and fertilizers ($4.1 billion); ‘

wood and wooden articles ($4.0 billion); and plastics ($2.5 billion). id. 5
In short, U.S. industries are becoming more dependen: on the railroad systeﬁ as‘
gloﬁa.l trade becomes a more important part of the U.S. economy. T :e efficiency of the raﬂroaé '
system, promoted by the deregulatory policies established after the Staggers Act, contibutes o,
Us. c@mpeﬁﬁvm !

V.  THE EXPERIENCE OF OTHER NATIONS HAS DEMONSTRATED THAT THE
EXISTING REGULATORY SYSTEM IN THE UNITED'STATES IS FAR P
SUPERIOR TO A REGIME OF FORCED ACCESS "

|
It is not hyperbole to say that the U.S. freight railroad system is the envy of the ‘;
world. U.S. freight rates are lower than freight rates throughout the developed world. See \‘
Figure 6 to Rennicke/Kaulbach V.S. These low rates are the direct result of Congress’ decisioqL ‘
t0 let the market guide railroad decisions and the implementation by the ICC and the Board of a
market-based regulatory system. Moreover, the low rates and high productivity of the U.S.
railroad system bave been achieved without government subsidies or public expenditures on
railroad infrastructure. The Board and Congress shouid be proud-of these accomplishments.
The United States has the best designed freight rail:system of any in the world

today. Privately owned mlroads compete among themselves and with other transportation

providers for the vast majority of traffic, while there is substantial traffic served by oniy one
-26-
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railroad which gives the railroads an opportunity to price differentially in their efforts to recoxﬁer

their full costs. The railroads own the rail infrastructure and make decisions about how the
infrastructure will be used, allowing them to achieve economies of scope and density. Privat%
_capital is used to’maimain and éxpand the railroad systern without the need for any public
subsidies or complex regulatory oversight. We have achieved this system in the United States
precisely because the market has been allowed to guide the development of the system, with
regulatory oversight limited to ensuring that any market power is not abused. |

Other governments have sought to emulate the successes of the U.S. system
through central planning, but, with limited exceptions, experience has shown that govemmemai
edicts cannot rrphcme the benefits of market forces. Even when countries have privatized theil%
national railways, they have generally moved from public monopolies to private ones. |
‘Experiments with open access have shown that when governments attempt artificially to create }
competition, the result is less competition, more bureaucracy and higher costs than the U.S. |
system. ’

Several pational governments concluded in the late 1980s and early 1990s that
dramatic changes were needed in the structure of their railroad systems. AsdmribedbyMwsr%.
Rennicke and Kaulbach, national subsidies for state-owned or operated railroad systemshad |
grown to insupportable levels, infrastructure investments were not being made, and operating

efficiency was declining. It was universally recognized that state-sponsored railroad monopolies

i
|
|
i
|
|

could not provide the level of service required in the market. The experience of U.S. railroads |

\

since 1980 made it clear that more private ownership of railroad assets and more private, market-

based decision making was the way to save failing railroad systems around the world.
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Reformers looked basically to two models. Under the first @proach, the
government would break the national rail system into a number of separate, vertically integrated
railroads, where private parties own distinct rail networks and provide operating service over
those pmpﬁetgry networks. The central feature of the vertically integrated model is that the
owner of the roadbed also controls the investment in, maintenance of and operation over the
roadbed. This, of course, is the U.S. model. See McClellan V;S. Under this model, compeﬁng
providers of railroad service vie with one another and with their competitors (e.g., tracks and |
barges) to attract and retain business. The discipline of the market forces these vertically |
integrated railroads to provide efficient service — and to make the investments necessary to
provide that service.

Umkxﬁksaxmdappmﬁd;thegmmnnnanvwnmiaﬁﬁdaﬂycnzneconunﬁﬁon
for railroad service by separating ownership of the roadbed from the operations over the roadbed
and promoting competition among the operating entities. The roadbed costs would be covered -
through the exercise of market power by an infrastructure monopolist of thmugh public
subsidies. As Messrs. Rennicke and Kaulbach explain, experience has shown that this open
access approach is more costly, more complex and more burdensome than the system that exists

in the United States. Service providers have little or no incentive to enter the market; the pricing
of roadbed access raises difficult conoepﬁnl and procedural problems; and mﬁastmctm'e
investment lags. In the end, the open access approach does not produce the competitive benefits :
that it was designed to achieve. hxﬁcnv&ueopuxmxawlmsh:nanmmpuﬂ,&wr&mhlus
been Jess, not more, rail competition than in the United States.

Mexico deliberately set out to emulate the U.S. model of vertically integrated " |
providers and it has been extraordinarily successful. Before initiating its restructuring program,
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the Méxican national railroad company was losing money, suffering from unproductive assets
and low productivity and losing market share to trucks. To address the deteriorating
performance of its rail system, the Mexican government decided to create three vertically
integrated line-haul concessions, a separate Mexico City Terminal concession, and a number oti;
light density concessions. Reflecting the confidence investors have in the neﬁ' railroad structurc
the first concession, for the 4,000 ki Northeast leway, was sold for $1.3 billion even though
the Northeast Railway had lost $700 million in 1993. The Northeast Railway concessionaires ‘
recently announced a program of substantial new infrastructure invmmcnts. Rennicke/Kaulbaci?h
at13.

The Argentine government has conducted a similar experiment. In Argentina,
subsidies for the state-owned railroad in 1990 cost the government $1.3 billion or about 1% of
the Argentine GDP. Necessary investments in rail infrastructure were niot being made and the \

railroads faced increasing competition from other transportation modes. Initially, a system of |
open access was considered, but it was soon clear that investors would not put substantial capnai
into a system when a competitor mxght be able to appropriate the benefits of the i investment \‘
throughfomdaccess 'lhegovemmentevenmallydemdedtobreak the existing systemmtos
vertically integrated, privately-owned segments. While access to the trackage of these entities ‘
was required for passenger operations, no access was provided for competing freight providers. }
The reforms had immediate results. Between 1993 and 1997, railroad productivity and ‘
. efficiency increased substantially and federal subsidies for freight have been eliminated.

Rennicke/Kaulback V.S, at 12. According to the World Bank, the Government of Argentina is ‘1




“clearly enormously better off financially under the new system and {its] rail service has

improved measurably.”*' :

These positive experiences contrast sharply with the problems that have arisen m}
those systems that chose to adopt open access models in order to create artificial competition |
among the operating entities. As Messrs. Rennicke and Kaulbach explain, the British expcnenc:e
is pamcularly telling. The basic scheme for restructuring the British national mﬂway had three |
elements: (1) a single private owner of the roadbed — Railtrack — would be created; (2) six i
operating concessions would be created for freight traffic; and (3) a regulatory body would be |
established to oversee access to the roadbed and to ensure that access rates allowed 100% cost ’
recovery for the roadbed owner plus 2 reasonable profit. Under this scheme, competiﬁon would
supposedly occur among the operating mﬁﬁeo. {

In fact, virtually no competition has resulted. There was little mterestbypotcnnal"
investors in the operating concessions. The operators would be required to pay the roadbed ‘
owner a set fee, substantally eliminating the pricing flexibility that might allow the operatorsto
attract traffic from other modes, while at the same time the operators would be competing with |
other operators for a small, and possibly declining, traffic group. In the end, Wisconsin Central |
acquired five of the six concessions, and the company it formed — the English, Welsh and -
Scottish Railway (EWS) — dominates British freight traffic on the railroad system. Ironically, |
by seeking artificially to create competition in the operating area, the British failed to create a
syétcmwithany@ﬁ'ectiveinmodal compeﬁﬁon-hnowhasaroa&bedmonopolyandan
operating monopoly. |

A Ron Kopicki & Louis S Thompson, Coﬁnancmg and Fmancwl Advisory Semcs

(anmnuon Group), Best




In addition, the British system is saddled with a host of other problems. Access
agreements and regulation of access are complex; Railtrack is profitable, but it has been accused
of underspending on infrastructure maintenance;? the system is still far less productive than the

U.S. system; and rail freight prices remain high ~ 8 cents per ton-kilometer compared to 1.75

cents per ton-kilometer in the United States. Rennicke/Kaulbach at Figure 6. |

Put simply, open or forced access does not work.  Where open access has been

|

attempted, it has involved a regulated roadbed monopolist ~ hardly the model of a competitive, |

i
|

market-based transportation system that shippers purport to seek Lere. Another lesson of open |

access is that it fails to promote infrastructure investment or efficient service. U.S. experience \
. |

demonstrates that the development of railroad infrastructure is much more responsive to the |
market when use of the infrastructure is controlled by its owner. The experience of U.S. |
railroads aiso shows that the owner of costly railroad assets isinthcbestpositiontomanagcthc%

l

use of those assets so as to achieve economies of scope and density. The efficiencies achieved )
by the U.S. railroads since the Staggers Act demonstrate that the current regulatory system is far
|

superior to forced access regulation.
|

VI. EXISTING REMEDIES ARE SUFFICIENT TO ADDRESS THE LIMITED
NUMBER OF SHIPPERS WHO ARE ACTUALLY HARMED BY THE ‘
ABSEN COMPETITIVE RAIL OPTIONS |

: Mostslnppels have multiple compeﬁtive options in today’s transportation market

i
|
[
|
|
|
|
|
i
i

that effectively eonstmnor discipline rail prices. In those instances wheregmmne competitive

. Bank, Aug. 1995.

jon Modern Railways, Aug. 1997, at 491-94
; (“Raﬂmk’smordminvmemhasbemmsﬁsﬁctory.")
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problems exist, Congress has provided and the Board has ifnpletqentéci effective remedies to
protect shippers from abuse of market power or anti-competitive behavior. | .
Remedies for unreasonably high rates are available if it can be shown that there i xs
- no effective competition to constrain rail rates — i.e., where thc challenged rate exceeds the
statutory jurisdictional threshold (currently 180 percent of variable costs) and where the railroad
does not face effective m@m, intermodal, geographic or product competition for the issue |
traffic. Upon finding a rate unreasonably high, the Board is authorized to award reparations

. |
and/or to prescribe maximurmn reasonable rates for the future. Consistent with the market-based

differential pricing principles set forth in the Staggers Act, the Commission adopted Constrraed i
Market Pricing (CMP) as the standard for determining the maximum rate level for market |
dominant traffic.® The CMP standard most commonly used is the “stand-alone cost” (SA”)
test, which applies the principles of demand-based differential pricing to cap rail rates at the level |
that would be charged by a hypothetical “stand-alone railroad” providing head-to-head ruil 7
competition for the traffic at issue. Two shippers recently obtained relief under this starsard®
and several others have cases pending.

In enacting ICCTA, Congress responded to shipper concerns over the length and
complexity of rate reasonableness proceedings. To expedite relief, Congress mandated that rate

cases adjudicated under CMP standards be completed within sixteen months and the Board has

2 Coal Rate Guidelines — Nationwide, 1 1.C.C.2d 520 (1985), aff’d. Consolidated
Rail Corp. v. U.S., 812 F.2d 1444 (3d Cir. 1987).

™ West Texas Utlls, v. Bulington Nosthern RR, Docket No. 41191 (served May 3, | |

- 1996); Arizona Public Serv. Co. v. The Aichison, Topeka & Sauta Fe Rv., DocketNo 41185
(served July 29, 1997). ~



irpplemented regulations to speed up handling of these proceedings.2* For “small shipper” casts,
where the amount at issue does not justify the presentation of complex stand-alone cost eviden%:e,
the Board has adopted maximum rate guidelines that can be implemented more expeditiously
and less expensively than CMP procedures.?® In adopting the new guidelines, which ‘rely on use

of Multiple RIVC Benchmarks, the Board recognized the need to accommodate rail rate cases |

whereSACistoocosﬂyorﬂaﬁctooin&equcntordispe:xdforaSACanalysis: ’

[Alny simpler method will necessarily be cruder than CMP.
Accuracy must be sacrificed for simplicity. This tradeoff is C
necessary to assure that no shipper is foreclosed from exercising its 1‘
stannoxynghttochnﬂengetherwonablenss of rates charged on |
its captive traffic.?’

To date, only one case has been decided under this new standard?® and no other shippers have

availed themselves of these new remedies. : i

In addition to remedies for unreasonable rates, competitive access remedies are l
available in the event that carriers abuse their pricing and routing freedoms. Although carriers m
theﬁminsmmiyesubﬁshmymm,morsaﬁcemmsmeyﬁndappmpﬁmfof |

parﬁctﬂatmwm.theBoardmayprmibe a through route or joint-rate to remedy orprevem\

Kmmrmmsmaxpmm 527(served0ct.11996) ness, Exemptiop a ‘
2% mmmmmamm 347(5ub-No 2)(%

Dec. 31, 1996); seealso : eeal e ’

Reasonableness Proceedings.




anti-competitive behavior on the part of the incumbent. Under its competitive access rules, the

Board can provide relief where a carrier has abused its market power.”” Upon a carrier or

shipper’s complaint, the Board may prevent a carrier from canceling a joint-rate or through route ;

if the cancellation woulql eliminate a more efficiznt route. In addition to the prescription of new
through routes, two other competitive access remedies are available: (1) reciprocal switching
and (2) terminal trackage rights. Significantly, the rules that determine the availability of these
intramodal competition remedies were adopted after the passage of the Staggers Act through a
jointly negotiated effort of the Association of American Railroads and two of the nation’s
largest shipper groups, the National Industrial T; ransportéﬁon League and the Chemical
Manufacturers Associzdop.
The Board’s predecﬁsox and the courts have recognized that these competitive
mmdudsm;ninmpmofmmgumory scheme established by Congress in the
_Staggers Act. The compennve access rules reflect the Staggers Act’s strong emphasis on
preserving competition and protecnng shxpmfmm marketpowerabuscs while limiting
regulatory control over the railroad industry.>°
The Boerd made clear in its Bottlepeck decision that shippers can obtain relief

through these compéﬁ;ive access remedies and that the Board is receptive to competitive access

¥ 49C.FR.1144.

» sammmmm 857F.2d 1487, 1500 (D.C. Cir. 1988).
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complaints. However, no cases have been brought alleging foreclosure of efficient routes since
the Bortiineck decision.”’ |
The ICC and the Board have taken other measures to simplify processes and

provide additional assistance to the shipping public. At the request of the Railroad-Shipper
, Transportation Advisory Council (RSTAC), the Board established new voluntary arbitration
| procedures — entirely separate from existing alternative d.lsputz resolution procedures — for
resolution of disputes between shippers and carriers involving the payment of money or rates or
practices related to rail transportation or service that is subject to the Board’s statutory
jurisdiction.’? The arbitration decisions and awards are binding and may include specific
performance remedies, including short-term rate prescriptions. The new arbitration procedures
provide shippers a less burdensome ahemaﬁvé for solving problems with railroads that will |
reduce litigation costs and promote private sector resolutions. |

Additional vehicles exist for helping stippers resolve rail transportation problems: \

For example, RSTAC was created to advise the Chairman of the STB, the Secretarv of ‘
Transportation and the Congressional oversight committees with respect to rail transportation
policy issues dfj;npartanceiosmall shippers and small railroads. The 15-member panel of |
railroad and shipper industry representatives has expressed its views and stimulated discussion |

on various matters, including arbitration procedures and competitive access issues.

3 Thaenscmmﬂyonlyonecasependmgmwhchthewmplammnsseehng
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The National Grain Car Council was created by the ICC in 1995 to enhance
commniunications between Class I railroads, short-line réilroads, shippers, car manufacturers and
the government as they deal with grain car supply problems. This 31-member council consisting
of railroad, shipper and car supply executives is tasked with tackling the vexing problem of
perennial shortage of grain cars during peak crop season. .-
VII. RENEWED REGULATION, IN THE FORM OF FORCED ACCESS OR

- OTHERWISE, WOULD CAUSE DISTORTIONS IN EFFICIENT
TRANSPORTATION MARKETS AND WOULD THWART NECESSARY
INVESTMENT IN THE NATION’S TRANSPORTATION INFRASTRUCTURE

A Forced Access Would Entail Adversc Revenue Impacts for Railroads

A fundamental concern of the major railroads regarding any schcme of forced
access is the impact of such a scheme on their ability to generate revenues suﬁicicn.t to justify
those investments in the rail infrastructure that are needed to assure adequate freight rail service
over thc long term. We have to assurne that a principal objective of those who pursue forced
access is a substantial revenue transfer from railroads to shippers which would be achieved by
manufacturing more head-to-head rail competition than exists in the market today. Certainly
that seems to be the purpose of those provisions of tae proposed Railroad Shipper Protection Act
of 1997 that would repeal the Board’s 1996 Bottleneck decision.**

A regulatory scheme »thvat allowed shippers to direct carriers to establish junction
point rates over inefficient routes so as to set up a challenge to the reasonableness of rates on

relatively short bottleneck segments would have seriously adverse revenue impacts on the

33 5. 1429, introduced on November 7, 1997 by Senators Rockefeller, Burns and Dorgan,
at section 6.




railroads. Under the existing regulatory scherne, if market dominance is established the shipper

can challenge the rate on the through movement and will pay no more than stand-alone cost foéf

the through movement. Under the Rockefeller proposal, the rate will be capped at SAC on theé

short bottleneck segment but the rate on the longer, ompetitive segment will be driven down }
; !

I

close to marginal cost. As a result of administrative adjudications and increased shipper ;,
|
negotiating leverage, the railroads would over time lose revenue on every movement to which

|
i

" the new rules would apply. The Rockefeller rules would yield no opportunities for offsetting
revenue gains. They would effect a revenue transfer from railroads to bottleneck shippers, pur%'.
and simple. .

In the Bottleneck proceeding, AAR submitted evidence demonstrating that the ‘
railroads would stand to Jose well in excess of $2.4 billion if the shippers’ proposals now | \
embodied in the Rockefeller bill were adopted.> Given the short timetable established for thxs:
proceeding, AAR has not had an opportunity to update these estimates. The precise magmmdei
of the number should not be the issue in any event. One need not quantify the dollar impact ofla '
scheme that eliminated or substantially curtailed differential pricing in order to know that the
impact ‘would be a negative one for railroads, shippers and the nation as a whole. Revenugs los%t

by the railroads will not be reinvested in the rail network. |

While some shippers plainly seek a revenue transfer, there may be others who

believe that a regime of forced access wuh Sfully compensatory access chargcs would serve the i

national interest better than the current regulatory scheme because it would promote increased \

|

\
** Comments of the Association of American Railroads, Docket Nos. 41242, 41295 and *
41626, Oct. 15, 1996, Rockey/Klick V.S. at 14. : ;

i
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competition while assuring railroad viability. Assuming that shipper interests would actually
stand for the énactment of legxslanon that portended a possible increase in overall railroad
revenues through ﬁ.xlly compensatory access charg&s, designing a mechanism for Ppricing the
access that users purchase would be an enormously complicated and perhaps futile endeavor,

~ given the cost structure and traffic mix of railroads.”* As Drs. Kalt and Reishus observe,
regulators would inevitably “be drawn into the difficult problem of setting rates that recover the
fixed and joint costs” incun'ec_i/by railroads. Kalt/Reishus V.S. at 18.

To‘ illustrate these concerns, consider the example of a regulatory scheme in
which ownership of the track and roadbed is divorced from ownership of operating assets. -
Assume that the owner of the track and roadbed is a regulated monopolist who is entitled to fully
compensatory rental payments from the competing operating railroads that use his facilities.
The regulator selected to design the scheme of fully compensatory rental payments would soon
i+ »astark xéa.lity. Not all traffic that moves on the U.S. railroad network would be able to
absorb its proportionate share of fully compensatory rental that the competing om carriers |
would like to impose on it. Either the traffic would leave the railroad for another mode — most

likely truck — or the operating carrier would discount his prices below the level that would allow

him to make the necessary rental payment to the landlord track owner. At some point in the }
|
|
|
that allowed the price sensmve traffic to remain on the railroad and make some contribution to

procss,theregulatorwomdpresumablyuytodmgnaschmofdemmdbasedremalcharges

the landlord’s fixed costs while traﬁc with inelastic demand would bear a higher share of the

% The Federal Communications Commxssxon and state regulators have struggled mlghuly -
with the design of charges for access to the local telephone network since the enactment of the !
Telecommunications Act of 1996 and have not yet succeeded. Kalt/Reishus V.S. at 19,
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rental payments. Assuming this regime of demand-based rental fees could be imposed, them'ez

would be little change from the existing scheme — and little if any benefit from price

’\
competition. But unless the competing operating carriers were required by the regulator to

|
. : t
impose the appropriate demand-sensitive rental charge on all customers, the competing operating

|
|

carriers would havev the incentive to discount their rates downward toward the level of their
L

|

marginal operating costs, in which case the objective of fully compensatory access charges

would be defeated. |

In additibn to ending unhappily, the foregoing hypothetical involves an heroic l"

assumption regarding the regulator’s ability to determine demand-based rental charges for

different movements of traffic. In reality, this could probably not be achieved because mMm
|

are not equipped to calculate elasticities of demand in dynamic markets.*® The costs of mcrea%cd

regulatory involvement and the inefficiencies stemming from charges determined through '
|

i

regulation rather than through marketplace decisions makes a scheme of this sort profoundly
|

B.  Forced Access Would Result in an Inefficient, Less Productive Rail System.

unattractive.

1
|

|  Apart from the seriously adverse impacts on railroad revenues and investment, |
any regime of forced access would result in inefficiencies that would be harmful and dlsmpuve[
for railroads and their customers. AAR previously addressedinitscommemsintheml%

case the operating inefficiencies attendant upon 2 scheme of shipper-initiated junction point

routing and will not repeat those comments here. The inefficiencies that we discuss here are

I
]
|
|
\
.
I

3 Coal Rate Guidelines. 1 1.C.C2d at 527.
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those that would ar:se eijther from (1) divorcing ownership of roadbed and track from ownership
of operating asséts, or from (2) mandating operatiéns by competitors over one another’s tmcks‘
In either circumstance, forced access is likely to result in increased costs by dissipating |
economies of density and to disrupt functions that are today carefully coordinated under radmad
management that has the incentive to optimize the performance of the enterpnse as a whole. |
Drs Kalt and Reishus explain that the economies of density that railroads have |

achieved in the post-Staggers era could be jeopardized under a regime of forced access:

[TJo the extent that use of access by a shipper reduces the traffic ;
density for the incumbent railroad, operating costs are likely to i’
incrzase. With the economies of density in rail operations, two |
carriers tt wlit the traffic on a line are likely to require more ‘}
total resot. s in terms of crews, locomotive power and cars in .
ordetmmmntmnthcsametotalquahtyofsemcethanwomda

single operating railroad.

Kalt/Reishus V.S. at 20. Where a line is shared by two carriers under a scheme of open access, -
|

another potential undesirable effect is that the reduced volume of traffic either of them would ‘
likely handle would result in less frequent train service.

| Forced access woulci necessarily entail some “unbundling” of functions currcntl;{
performed by vertically integrated railroads. This unbundling would likely give rise to very

serious coordination issues and would almost certainly result in less efficient decisions than

those made today in the United States rail industry.

As Drs. Kalt and Reishus point out, cars of freight moving over a railroad are no

SO — S—

fungible like electrons moving over the transmission grid or naural gas flowing through a |
pipeline. Themesegnanofmlhnemnyhemedmhandlenme-sensmwmmmodalmfﬁc,&
: »tmtn'amshmﬂmgcoalorgmm, amomobxlesandmzmydxﬂ"eremty'pesofgemmlmerchansixsel
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‘ ’;mden:eqnixgmemoffmcedm. Railroad A specializes in high speed intermodal trains

traffic. The value of the different commodities handled, their time sensitivity, and the prices iat
which they move can vary gruﬂy from one car or train of freight to another. The non-ﬁmgb%e
nature of rail traffic has significant implications for purposes of marketing, operating and
investment decisions. Given the constraints of scarce capacity and scarce capital, railroad )

manageiment is continuously being called upon to answer the following sorts of questions:

e What segincnts of raffic to pursue most vigorously in the effort to obtain the

optimal mix of traffic in light of the mlroad s physical configuration and revenue |
needs; |
|

e How best 10 allocate productive resources (e.g. locomotives and train crews) o
among various commodity groups; ; o

o How to route traffic over the rail network so as to meet the scheduling demandsof
various categories of traffic and avoid congestion; |

e How to allocate capital dollars among various competing projects that will have
. different yields for differing segments of the business.

Each type of question raises difficulties in its own right. Coordinating the g
1
answers to all these questions simultaneously is enormously difficult - it is the challenge that ‘&

railroad ma.nagemcnt faoes See McClellan V.S. at 3-5. Management’s incentive under the

msnngschemexsclw the goal is to achieve optiraal results for the enterprise as a whole. ‘
‘ Whmverfomumnghtnkefoxcedaccmtothemkoadnetworkwouldrcsxﬂtm
parties with different incentives — sometimes very different incentives ~ being forced to

coordinate answers to questions of the sort sketched out above. Take a simple example.

SubpbseﬁmtnilmadAandmikoadeothopuateov«nikoadB’slines,withAdoingso 3

moving in regularly scheduled service. Rﬁkoichndlahrgevolmesofgeneml
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memhandiset‘raﬁicthatrequime#eusin classification. Capital (from all sources includiﬁg ,
~ access fees) is scarce. Railroad A wants to use the available capital to clear a tunnel on the line “
so that it will accommodate doublestack trains. Railroad B wants to use the same capital to build
anewyardsomsxitcanclasﬁfyismachmdiseﬁaﬁcmmeﬁcimﬂy. There are not enough |
dollars to do both projects. Who decides how the capital is spent? Equally imprrtant, where is
the incentive to make the decision that yields the best results for society as a whole? If there
were no Railroad A in the picture and railroad B handled both types of wraffic, there is reason to
believe that railroad B, if competently managed, would reach the decision that resulted in the
best use of the available assets.
Muepeciselydgsoﬂsofmdimﬁngdedsionsthmmmadcdayaﬁuday
wmmwswmwwwyeﬁdmmm
Under a regime of forced access, the need for such multiple decisions would either have to be
reached through a tug of war between parties with conflicting priotities or through the |
intervention of a regulator. In either case, the consequences would be lost efficiencies and |
increased costs. |

CONCLUSION
Fmd:réﬁmmfmthinzhaeComm&AAngstheBoudmreponm

regulation of the railroad industry. The Board has sufficient tools and discretion under the | |

existing scheme to deal with any abuses of market power. Additional regulation would drain the |

mofhﬁnﬂm&ﬁm,naﬁmmmmwmiomdb
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SURFACE TRANSPORTATION BOARD |
STB Ex Parte No. 575 |
REVIEW OF RAIL ACCESS AND COMPETITION ISSUES

STATEMENT OF
ROBERT D. KREBS 1
APRIL 2, 1998

My name is Robert D. Krebs. | am the Chairman, President and Chief Executive
. | |
Officer of The Buriington Northern and Santa Fe Railway Company (‘BNSF"), 2650 LOI.\EI

Menk Drive, Fort Worth, Texas. | became Chief Executive Officer of BNSF in September

1995, when BNSF was created pursuant to the Interstate Commerce Commission’

»—

T

authorization of the common control of Burlington Northern inc. and Santa Fe Pacific
Corporation and their wholly-owned railroad subsidiaries.

|
lam submitting this statement in response to the S. ‘ace Transportation Board'%

request in Ex Parte No. 575 for comments conceming access énd competition issues H

1
|

|
|

tl'teraiiindustrysomatitmyrespond'toinquiﬁes from Congress on such issues as a
part of s legisiative oversight. The decisions that are made in dealing with these issues

will determine whether the American rail industry will be able to maintain and ,expanci

i

upontbmdnbbmhzahmammemtens:ﬁedmpehhonmgeredbyme‘
passage of the Staggers Act.in 1980. \‘
|
|

i
\
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Introduction

The rail industry was on the brink of collapse in the 1970’s because of unreliable%
service, non-oompéﬁtive rates, and a deteriorated physical plant with massive deferredi
mamenance The Staggers Act has changed that picture dramaticaily, and the mdustry
in general and BNSF in particular have responded to the commercial opportumtm
presented by the Staggers Act and have produced tangible benefits for customers -3
lower rates, a more efficient rail network, expanded market coverage, decreased lossi
and damage dalms. and vigorous oompéﬁﬁon. In addition, safety on the railroads hasii
improved significantly since the Staggers Act due to the ability of the railroads to make|

|
the investments in the training, equipment and infrastructure necessary to reduoei

personal injuries and to help avoid deraiiments and collisions.

The service problems the industry has faced since mid-1997 in the West are,
- serious and have shaken the confidence of rail customers that the railroads can meetE
their needs for efficient and reliable service. As it has shown, the STB has the power
under the present reguistory structure to play an active role in addressing these
problems by working with carriers and shippers, and BNSF is committed to listeningtoil
mmmammwahmmmmmeetthwneedsandtolmpmvesewioe.%
retiabikty and consistency. |

However, as shippers, industry representatives and the STB have recenﬂy

cbserved, the industry’s current service problems are not caused by lack of competitive “

access as some have argued. Rather, theprobbmsarecamedbyinsuﬁdentraili
Mmemmwmmwmmuﬂmﬂmmm :

i
l
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The issue before the Board, therefore, should be how best to position the rail indu&try
. to be able to continue making the on-going mfrastructure investments required to meet

the growing transportahon needs of shippers and the public.

- The Historic Context , ! '
When | joined Southern Pacific in 1966, the prospects for the industry were %iim
t
due largely to the heavy burdens of regulation. The infrastructure of the rail industry in

AR, A P

the 1960's and 1970;5 was starved for the investment necessary to maintain :;md
increase capacity. Shippers could not rely on rail carriers as near term or long ten-n
service providers, and safety was not a focus of the industry. Railroads had been loélng
marketsharetotmd&sforyearsbeeauseraﬂra&swerenotmpehhve and servnceWas
poor. Track and equipment mamenance was slipping. Reinvestment in the nation s'E rail
' - infrastructure was negligible. Transit times were often measured in weeks, and <§:mly
rudimentary data systems were available to provide shippers with data about 1}[1e|r

The cycle of declining revenues, under-investment, insufficient maintenance 1End
poor semce drove many railroads out of business. Nearly one-third of the CIaLs i
rairoads that existed in 1976 were eaming negative returns on investment, ‘and at llaast
ten rallroads went into bankruptcy during my fitst 15 years in the business, mduhmg

sudmnllmumn-msasnnPemCﬂml,ﬂ\eRodﬂshndandmeanaukeeRoad.




_ ulaﬁon and The Act
The Staggers Act has been a resounding success. |t established an economic
and legal framework which provided the railroads the first opportunity to show their
competitive mettie in a largely dereguiated énvironmeﬁt and to provide customers with

more reliable and consistent service. Deregulation gave us the incentive to invest, cut

costs and achieve efficiencies. that enabled railroads to compete vigorously in the
marketplace. Shippers and raffroads were at last able to negotiate rates, terms, and |
conditions that best suited them and their business needs. Customers benefited as we
provided steadily better competitive service at lower rates to more customers.

The investments made possible bymeStéggersAuhavepaidoﬁforallofour
customers. Iindeed, there have been remarkable volume and efficiency gains in the rail
industry since 1980. For instance, between 1980 and 1996, arhong Class | raitroads:

. Total revenue ton-miles increased from 919 billion to 1,356
billion;

. irtsiiRBlia traffc (including some non-Class | carrier traffic
increuedfrom31millionu'aalefsandoonumersuﬁ1980to
mproxmauym million trailers and containers in 1996;

. Employee productivity increased more than threefold, with
revenue ton-miles per employee growing to 7.5 miillion per
‘ yurfran21million '

. The number of net ton-miles per train-hour increased more
than 50% from 40,392 to 64,015;

. Asset productivity improved substantially, as freight car and
locomotive fleets were reduced by 27% and 31%,
respectively; and

. ledliaawrnaasedb%revenueton—milespergallon
from235




The Staggers Act has led to similar success at BNSF. For example, in 197§,

traffic over BNSF's predecessor railroads generated just under 198,000 mitlicn revenu;e
. , v !

ton-miles. By 1997, that figure had grown to approximately 429,000 million revenue tod’-

miles, an increase of over 115%. In addition, efficiency has improved significantly OIE'!

BNSF since the Staggers Act. For instance, fuel efficiency on BNSF increased to 385

revenue ton-miles per galion in 1996 from 247 revenue ton-miles in 1980.. This growd1
- |

in traffic and improved efficiency have been accompanied by significant improvemem%

§
|

in service and safety and by substantial reductions in rates.
For instance, our capacity to handie increased shipper demand has grown through
massive investment in yards, intermodal facilities and equipment. In the three yeair
period from 1996-1998, we &ctxmate capital spending by BNSF will reach just under 57
‘bilion. About $3.5 billion of that amount is for maintenance of our infrastructure — 9. 7
mllhon'aes 3188mi|esafnewrall andover35000mﬂaoftad<r&eurfaang ‘
The balance of these expenditures is predominantly for expansion. Major prqects
include thek reopening of the 229-mile Stampede Pass line in western Washington tp
increase our capacity to handle intermodal, grain and general merchandise trains to anél
‘frommemndwestmvasmamsmgmmgamemgmwreaehouwtngfam\sand
elevatorsacmssﬂ\enom'-emUnitadStates rehabilitation of the 194-mlleformerSP
lowa Jundpn—Avondala line and Lafayette Yard in southemn Louisiana, and doublF

‘ tracking of over 450 miles of line on some of our most important routes. We are

mﬂi\ghggmbmﬁpummodalandmﬁrdfadﬁﬁes.mdudhgmg :

, o
Argentine Yard in Kansas City and the Hobart Yard near Los Angeles, where we
|

i
i
|




anticipate that our capacity to handle port-related traffic will grow to one million lifts per
yeéf. ‘In adgiition. all BNSF shippers, most notably unit train customers such as coal and
grain shippers, have benefed from huge investments in BNSI"s state-of the-art Network |
Operations Center in Fort Worth, TX. That facility’s sole purpose is to enhance the on-
time performance and safety of train movements on B‘NSF's 34,000-mile network.
BNSF has also made significant investments in locomotive and freight cars since

1996 to improve its competitive service to customers. In 1997 alone, BNSF spent over

- $800 million on capital equipment expenditures. In addition, BNSF will have taken

delivery of 867 new locomotives in 1996-98, increasing our road fleet by 25%. BNSF
has invested over $150 million over the past 22 months in its information systems to !
provide better control over assets, improve information flow between BNSF and our
customers, and improve overall service reliability.

The improved transit times and reliability made possible by these investments will

‘permit BNSF o better serve its shippers and become an integral part of their supply and

distribution chains. With more accurate and timely information on its shippers’ needs
and how its service is meeting those needs, BNSF is better able to identify areas where
service improvements are necessaly.andBNSFisconﬁhuallyworldng’wiﬂ\ shippers to
find solutions to today’s challenges. For example, in the forty-five day 1997 peak UPS
service season — the largest peak season ever handled by a raiiroad for UPS, BNSF

~handled over 43,000 trailers without a service failure. Similarly, we are currently

operating at close to 100% on-time for our coal and grain shippers, and our on-time
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system-wide performance for the first quarter of 1998 is exceeding 85%. We plan to

continue improving that performance in the future. E

~Safety on BNSF has also improved significantly since the Staggers Act due to the

|
|

ability of the BNSF to make the necessary capital and other investments to assure safe
operations. For example, from 1995 to 1967, BNSF spent approximately $17 mmicim
on its Positive Train Separation program and expects to spénd an additional $6 millirﬁtn
on that program in 1998. Similarly, in order to reduce the risk of grade crossmg
accidents, BNSF is spending $10-12 million per year on grade separations, upgmdir;g
signals at crossings and road crossing surfacmg BNSF is also leading the industry tin
the use of electronic brakes. We will spend more than $5 million from 1996 througih
1998 10 equip locomotives and freight cars with such brakes. Ten trainsets are already
<0 equipped on BNSF (seven BNSF sets and three shipper-owned sets), and severtal
additional equipped trainsets are anticipated to enter service in 1998, Further, betwee;n
1995 and 1997, reportable employee injuries per 200,000 hours worked declined &y
almost 40%, and lost days per 200,000 hours worked declined bymo:emanso%
BNSF's 1998 goal is to reduce its employee injury rate an additional 25% below 1997'
siready reduced level. However, ﬁndevdopnmanddeplaymentofﬂwneLv
tedmobgiasmdﬂnmpmtsmsﬁelyandeﬁuencymeywnbmgmurﬂth
ongoing M capital mvestment in the years ahead. )
BNSFsMhtdlichnsbaenmnpanedbyslgmﬁeantwducuons in rates
to meet customer expectations, changing markets, and intense competition. Betwe’en

1981 and 1997, the average system-wide revenue per ton-mile on BNSF decreased by
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just over 50% in infiation-adjusted dollars, from $2.42 to $1.20." These rate reductions

have been realized for all of BNSF's traffic commodities.

For instance, the average freight revenue per ton-mile in inﬂation.a&justed dollars
for all agricultural commodities has decreased by 56% since the Staggers Act took
effect. As one example, from 1981 to 1997, the rate charged by BN (now BNSF) for 52-
car Pacific Northwest ("PNW") export wheat from Montana decreased by 32% in constant.

1981 dollars. A Montana grain shipper in 1981 paid BN $0.71 per bushel of wheat

shipped via a 52-car unit rain to the PNW for export. That 1981 rate adjusted for |

inflation would be $1.26 per bushel in 1998. However, the 1998 actual rate charged by

* BNSF for such transportation is only $0.86 — 32% below the inflation-adjusted rate.

Other examples of BNSF rate reductions include coal transportation. The average
revenue per ton-mile for coel decliined 45% in inflation-adjusted doliars between 1981
and 1997. These rate deciines have not been limited to coal shippers that have
competitive options for service out of the Powder River Basin. All coal shippers are
paying lower rates because of the productivity gains BNSF has achieved through

'massmmmmmsmnwcapautyand new technologies.

Vrtuallyev"oryshipperhasbeneﬁbdhompost—Staggets rail rate reductions,
whetherornot wvedendusmlybyonemlcam AstheBoardnselfhas

reoognizedmamwyhlewedmpomradmashmdedmedwerm%mconsmm

doliars since 1981.-‘1L But not every shipper can or should pay the same rates. The

‘dmammmmmwwsbdmmmmrsmpmm
dtfferent circumstances, but ummahely reaults in lower rates for all shippers than
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otherwise would be possible. Some shippers pay more than the overall average ci;cst of
transportation while others pay léss than the average cost. However, becaﬁise al
shippers contribute to covering the huge fixed costs of railroad plant, they all enjoy%1 rates
and services that would not be avéilable if all rates had to reflect average cost This
system of rates can work if, and only if, carriers are permitted to diﬁerentiate;; rates
acoordmg to market demand. |

The growth in revenues from all of our commodity groups, including such bulk
commodities as coal and grain, and other traffic such as chemicais and ggneral

| merchandise, has made possible the continuing investments necessary to pniiovide
mﬁable and eimlent service and to compete effectively not only with other ra:!roadg but
also with trucks and other transportahon modes. Our abxlny to operate more efﬁclently
has enabled us to both price our services compefxtrve!y and make progress tc{ward
covering all of our fixed costs. ’ ‘:

We already have a strong incentive to keep rates to all shippers as lo%u as
possible. BNSthammhbmmismbpasmhweasmuwmspos;bb
Whether or not a shipper is served exclusively by BNSF, we have no mcentwe (o;pnce
our service at rates that discourage use of our railroad or that make the shipper
uncompetitive in its markets. However, we cannot justify the necessary e?pnal
investments, and indeed’ our Board of Directors would not approve such mv&em]‘pnts
Mmmmﬂﬁmwﬂeaman adequate retqmon thecapitalemplo\%d in
the business. And, for all my optimism about the future, it remains true that such

adequate returns have nutyetbegn realized on an overall basis, either for BNSF ci:rfor;
i

|

|
i




the industry as a whole. Inadequate returns not only deter investment, they also make

it more expensive to obtain funds from the capital markets. Declining revenues and

reduced capital expenditures would harm raiiroads in the near term, and shippers would

also suffer in the long term from a railroad infrastructure that would not be able to keep
‘ pace with their needs.

The Ongoing Need for Capital investment
to Current Lack of Capacity

There are serious service problems in the industry, particularly in the Wat’
However, as the Congressionally-established Railroad Shipper Transportation Advisory
Council has recently conciuded, the current industry problems are duebto insufficient
capacity,‘ not the lack of competitive access. Conﬁnued improvements in the industry
infrastructure and service can only be achieved through continued capital investment,
and investment can be attracted only by maintaining the current demand-based pricirig
structure. ¥ railroads are not given the opportunity to recover, and achieve a fair return

_ on, their investment costs, they will not attract the capital necessary to invest in track
construction and maintenance, to upgrade yards, and to undertake other infrastructure
and service improvements required to keep them competitive. The service and safety
improvements which have been achieved also cannot be maintained and expanded
without continued massive capital investments. While rail continues to be the cheapest

~ and safest form of transportation for most goods, it has achieved that because of our
ability to invest. Anything that interferes with the ability to attract capital would lessen
our ability to be the lowest cost and safest provider of land transportation services.

10
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; Indeed, the STB has expressed its concem in the Service Order No. 1518
proceeding that the infrastructure throughout the West may not be éble to handle
increasing traffic volumes. For instance, the Board has concluded that Signiﬁcznt capital
investment will be needed to impfove the Houston terminal infrastructure.

The problem of insufficient capacity cannot, however, be remedied by forced rail
accéss. indeed, forced rail access would only exacerbate the capacity problems and
weuld require massive reregulatibn of the rail industry. As recently observed by
Secretary Slater, forced access to other carriers “could be operationally chaotic and
could undermine the economic viability of the rail system.”¥ Further, although
implementation of the Staggers Act has reversed the long-term decline of the rail
industry, the recovery is not complete. While returns on investment have shown
improvement since 1980, the average retum on investment, even in peak years, is well
below the cost of capital as determined by the ICC/STB, and the average returmn on
equity for Class | railroads averaged aimost 10%bela«ﬂ1eaverageforﬂ1e$&P
industrial index between 1988 and 1995.

The service problems caused by insufficient investment and undempadty can
only bemmednedby adhering to policies that are sensitive to the needs and
requirements of the investment community. Investors expect reasonable earnings and
reasonable growth, atldﬂwemgulatoryenvironmentmustbestableandmistenf.

Foreedrailaccesswould. however, undermine investor confidence and reverse
the post-Staggers trend of improved eamings, enhanced financial stability and increased

¥ “Sigter: In His Own Words", 252 Traffic World. No. § at 17 (Nov. 3, 1997).
11




investment. Forced rail access would also increase regulatory uncertainty and market
risk; it would undercut growth expectations and very likely réduce expected rail eamings.
Each of these would in turn chill the enthusiasm of investors and drive their capital to
other uses. | | '

Moreover, forced rail access would reverse many of the network and system
efficiencies brought about by the Staggers Act. The presﬁggers regulatory scheme
effectively compelled the railfoads to operate numerous inefficient routes. They were
unable to concentrate traffic on the most efficient routes and gateways, and their ability
to compete was diminished. Staggers reversed that system and allowed the railroads
to invest in a streamlined and much more efficient and competitive network. Ferced rail
access would result in the breakmg up of a nationwide network of single-line and run-
through train service and efficient blocking in favor of a splintered, slower and less
competitive service with inefficient car utilization and supply. |

in addition, under a system of forced rail access, the Board would have to reinject
itseﬁintoﬁweratunlkhgpm,establishﬂlepﬁoﬂﬁesforandﬁ\etemsand
conditions for allocating rights to use tracks, and, in short, reverse the deregulatory
direction of the Staggers Act and the progress made WMer.

It is evident that forced rail access is shorthand for a retumn to regulatory models
that failed in the past. Forced open access would both exacerbate the problems caused
by the current insufficient capacity and undercut the success achieved by regional and

shortiine carmiers in keeping branch lines operative and in preserving rail service to

12
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shippers on those lines. This is not the ﬁme to undo almost twenty years of steady
progress..
The Rail industry Is Competitive
The industry's post-Staggers capacity expansion and safety achievements have
been attained while the industry has become competitive as to price and service.
Compéﬁﬁve discipline, demonstrated by declines in real rates, is provided not only by
other rail camiers, but aiso by motor, barge and pipeline carriers. Product and
geographic corﬁpeﬁtion restrain many other markets. For instance, in the critical grain
aﬁd coal markets, there is substantial downstream source competition that restrains the
rates we can charge. Export grain markets, for example, are extremely competitive and
if we try to lmpose inappropriate rate increases we will simply price ourselves out of the
market. Thus, if one of our export grain shipper's prices are too high because our
transportation rates are too high, then that shipper will be unable to participate in the
export market, and both the shipper and BNSF would lose that business opportunity.
Similarly, because electric utilities have multiple alternatives for acquiring the coai
they need, the prices we can charge for transportation of coal to a particular location
mmmmmmmmm. That is all the more true since
the advent of utility deregulation, which is forcing utilities to pursue such alternatives
even more aggressively. In addition, the recent merger activity among electric utiities
" has created massive fams with negotiating leverage which can more than hold their own
in negotiations involving rates to exclusively served plants. Further, the ICC/STB has
acted to preserve existing competition in each of the rail merger and control transactions

13

70




e

submitted for review. It has imposed significant pro-competitive conditions (often in favor
of electric utilities) on many of those transactions, and denizd the proposed ATSF/SP
transaction outright. '
‘The Role of the STB

Congress and the ICC/STB recognized that the shift to a demand-based pricing
system required ‘the adoption. of measures designed to protect shippers when
competition is found to be inadequate or there is a risk that market power will be abused.
For instance, the STB's competitive access regulations enable a shipper to secure
. access to a second carrier if it is shown that the existing carrier has abused its market
power through its rates or service. Further, the STB rules provide a mechanism for
determining maximum reasonable rates where a rail carrier is “market dominant”. In
addition, Congress mandated and the STB has implemented streamiined and simplified
procedures for rate challenges by small shippers, i.e., non-coal rate guidelines. »

These rate protections do work, and the ICC/STB has taken a balanced, even-
handed approach to dealing with rate reasonableness challenges. For instance, while
BNSF prevaled in the McCarty Farms proceeding, we were ordered o provide rate relief
mmmmmMnmmpamﬁomiﬁmeMMandthegs

Astosavicepmncﬁons.meemergencyservieecrderpmvisipns iﬁthe ICCTA
mmmmammmmm adequate service. Moreover, there
are avenues for recovery of damages caused by inadequate service for both contract

and common carrier traffic.

14
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While BNSF believes that it is of critical importance to maintain a dernand-based
pricing structure and that the existing statutory and requlatory protections provide
shippers with‘ adequate rrotection, we recognize that some have expressed concerns
about the effectiveness of existing statutory and regulatory opportunities to seek relief
from ‘rate and service problems. In particular, shippers have claimed that they cannot
obtain relief in a timely manner and that the procedures for obtaining relief are too
difficult and cumis&rsome. In order to address those concems, the STB may want to
consider establishing an advisory commitiee to undertake a negohated rulemaking to
identify and address specific shipper concems about cumbersome procedures. Such an
approach -¥ould enable the STB to consider proposals for action that have been
developed by the pmasna negotiated, consuitative context rather than in a potentially
adversarial, traditional regulatory proceeding. Among the possible areas for Board
consideration are:
. The STB could require railroads and shipper organizations to

meet periodically to forecast and plan, for example, for peak

agﬁwltutaldemandpenodssommeraﬂroadscanbetter

serve shipper needs.

. The STB could require railroads to report periodically on their
responsiveness to shippers’' concems and needs.

. The STB could require railroads to provide improved advance
notification of major and long-term setvice changes so that
shippers could plan their shipping and delivery cycles in order
to betier accommodaste those changes.

. TheSTBewldrsducemerequiredshowngforrelieffor
service-related problems under the competitive access rules
or the emergency service order rules.



In addition, we support the use by the STB of more expeditious procedures for handling
all 'i'ate reasonable proceedings and the elimination of as many regulatory and
admini#h'aﬁve hindrances to the prompt and efficient resélution of such chalienges as
possible at reasonabie cost to small shippers. |
Conciusion
In conclusion, | believe that the current demand-based or differential pricing

- system is functioning well and as anticipated by Congress when it adopted the Staggers
Act. Any fundamental changes in the existing studum would necessarily imperil the
service and safety achievements that have been reached, would restrict the rail
industry’s ability to compete with other modes of transportation, and would inhibit the
capital investment that is required to maintain and increase the capacity of the domestic
rail System so that the United States can maintain its ability to compete in the expanding
global economy. Broad-based open access wouid both exacerbate the problems caused
by the current insufficient capacity and undercut the success achieved by regional and
shortline carriers in keeping bmnch lines operative and in preserving rail service to
shippers on those lines. A retum to a pre-Staggers Act style of regulation would bring
th&alofhepitfalbandmakmssesCongmsssougMbremedywiﬂiMActand
would unciercut the revitalization of the industry in the post-Actera.

| BNSF would, however, be willing to join with the Board and the shipping
eommunityinaddtusingmeconcemsﬁmhavebeenmised. We believe that, by
considering proposals such as those | have mentioned above, the existing incentives for

rail infrastructure investment and competitiveness of the industry can be maintained
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while the concems of the shippers with respect to service, procedural delays and other
issues can be addressed and appropriate resolutions reached.
Thank you for your time, and | would be pleased to answer any questions you

may have.
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TESTIMONY OF JOHN W. SNOW, CHAIRMAN,
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
CSX CORPORATION
BEFORE THEE SURFACE TRANSPORTATION BOARD
APRIL 2, 1998
Madam Chairman, Vice Chairman Owen, | am John W. Snow, the

Chairman, President and Chief Executive Officer of CSX Corporation. |
appreciate the opportunity to appear before you today to discuss the
current state of the rail industry. Having spent a good portion of my
professional life amqnd railroads in a public policy position at the
Department of Transportation and working in the private sector for CSX

and its predecessor companies, it gives me great pleasure to report today

that the fundamentals of the rail industry are strong, moving in the right

direction, and benefiting the economy and the public. At CSX, rail

revenues are up, and so too are investments in safety, technology, and
upg

e track and equipment. More freight is moving on railcars than

nd that freight is moving safely and efficiently.

Shou anyone conclude from this assessment that everylhmg is

pelfedmﬂ'isindustry? Of course not! We are ali pamﬁ.lliyawareofﬁwe

semeedifﬁwlﬁesmathaveocwnedrecenﬂymmewatemumwsm.

ldm’tputportto know the specifics of the Western railroad situaﬁon and,

therefore, am not in a position to offer specific insights into it. Clearly, the
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current fail capacity in the Houston corridor is being strained at least in part
from the rapid and unforeseen growth in traffic, particularly chemicals. The
- appropriate response appears to be deploying new infrastructure, as the
Union Pacific has proposed. These are serious problems, but | am
confident they will be fixed. However, lt is important to note that they are
‘an aberration, and provide no basis for changing the reguiatory system.
We havé to be very wary of changes that are portrayed as “minor” but are
significant, and changes that don’t “fix” the problem but rather make it
much worse. Just the specter of reregulation could chill the capital
markets’ willingnéss to provide the capital necessary to strengthen the
Union Pacific and the entire industry. | reiterate that the fundamentals of
the industry are sound, and note that the benefits have occurred at a time
when rail rates are roughly one-half of what they were twenty years ago.
it wasn’t alwayé s0. in the 1960s, our Nation's railroads were in a
precarious condition. In 1970, the Penn Central Railroad went bankrupt,
followed in quick order by six Class | railroads that had provided service
throughout the Northeast. Refnaining railroads were unable to generate
’ sufficient revenues to reinvest in their existing ;nﬁascucmte. much less
invest in new capital improvements required for efficient rail service. Great
- segments of the railroad system were barely functioning. Trains operated
at reduced speeds on one out of every seven miles of track in the Nation;
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in some places, trains operated on mainline track at only 10 miles per hour.
Derailments numbered in the thousands annually, because of deteriorated
roadbeds. In fact, some track was so bad that “standing deraiiments”
occutred when trains were not even rolling! Shippers couldn’t move their
commodities by rail, manufacturers suffered from lack of supply, and
consumers paid high prices for the system’s inefficiencies. More and more
customers were tuming their backs on railroads, and were forced
increasingly to ship their goods by truck. The situation was so bad that
some beM that the rail freight system needed to be nationalized. *Rail
sewioe' was truly an oxymoron. We were at the brink.

it is important to remember that these conditions developed and
worsened when gbvemmentai regulation ruled our industry. The basic
federal policy toward the railroads had remained virtually unchanged for
aimost a century after this Board's predecessor, the Interstate Commerce
Commission (ICC), was created in 1887. Originally established to pmtect
shippers from the threats of monopolistic behavior by carriers, the ICC's
regulatory authority was augmented throughout the years. But the
foundation of its activities — nearly complete governmental controt —
remained constant. The rail industry was ruled extemally by regulators and
intemally by lawyers. In the 1960s, more than 600 hearing examiners sat

inWéshingtondemnniningpﬁcesofgobdsmovingonvirtuallyeverymile
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of railroad track. Railroad @utes that were obviously Lmeconomic could not
be abandoned until after a lengthy regulatory mview. The impact on the
industry was devastating. it was, Madam Chairman, as you correctly
described, the epitome of regulation, and was “associzted with large,
cumbersome, over-reaching bureaueracy‘.l" These were not the “good old
‘dayéi’.

The situation for raiiroads had reached crisis proportions. in 1973,
Congress adopled legisiation providing for the formation of Conrail from the
remains of the bankrupt Northeast failroads. I served as Deputy
Undersecretary at the Depariment of Transportation under Secretary Bill
Coleman on his senior policy team. As the deterioration in the industry
continued, in a bipartisan fashion the Ford Administration and various

" members of Congress proposed reforms in the rail regulatbfy arena.
Transportation leaders in both the public and private sectors eventually
concluded, as Secrotary Coleman indicated, “[If there is to be a revitalized

freight rail system in this country, there must be fundamental reform of the

&

v Christopher Dinsmore, Lirtle-Known Board Has A Lot Of Clout; When Agency’s
. Chairman Spoke, Norfolk Southern, CSX and Conrail Listened, The Virginian-
Pilot, January 26, 1997, at D1. ‘ ;
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3 economic regulation of the railroads.™’ | described the railroads’
” predicament as follows:
In short, the railroads are in a vicious cycle. Low eamings rob
them of the abilify to make improvements in p!ant which are
needed to reduce costs and improve service. The inability to
reduce costs and improve service hampers the competitive
position of railroads and adversely affects their net income —
- so the cycle is repeated. If we are to revitalize the railroad
industry and achieve the full measure of benefits which

healthy, progresslve railroads can offer, it is essential to break

this cycle. '

Incremental change built on the tentative steps begun in 1973. The
Railroad Revitalization and Regulatory Reform Act (the “4-R Act’) was
enacted in 1976. The 4-R Act set forth a national goal that rail carriers
should be able to earn “adequate revenues” as private sector companies
by permitting them to raise or lower rates in response to market forces. in

addition, the 4-R Act allowed the abandonment of rail lines that were

¥ Railroads-1975: Hearings on Legislation Relating to Rail Passenger Service
Before the Subcomm. on Surface Transportation of the Senate Comm. on
Commerce, 94th Cong. 94-31, PmS(IWS)(WOfSeumBﬂlColemm,
United States Department of Transportation).

¥ . John W.Snow, The Ford Administration’s Proposal For Rail Regulatory Reform,
in Railroad Revitalization and Regulatory Reform, 71-72 (Paul W. MacAvoy and
Jobn W. Snow eds., 1977)
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unprofitable, and other vestiges of ICC regulation over day-to-day aspects .

of maiiaging the rail system were eliminated. But the needed reforms were

. not yet complete. |

In 1880, through tﬁe Staggers Rail Act, the Congress substantially

altered the govemment's approach to the industry. Senator Howard

" Cannon (ﬂaen-Chainnan of the Senate Commerce, Science, and
Transportation Committee) noted when he introduced this legislation that,
“‘most observers agree that economic regulation has exacerbated the
railroads’ problems.™ ' The Staggers Act lifted much of this regulation, and
provided the rail industry with many of the same market freedoms available
to other competitive industries. It was intended, as President Carter said in
signing the bill, to “create an environment in wh:ch the railr_oads themselves
can regain their economic health by aggressively impmving their
operations and profitability.™ / Antitrust immunity over collective ratemaking
was removed, rail rate regulations were reduced, and merger impediments
were eased. Market forces, not the government, became the principal
economic regulator of rail service. The Congress recognized the terrible
distortions caused by almost 100 years of overreaching regulation and

125 Cong. Rec. S15309 (October 29, 1979) (statement of Sen. Cannon)
President’s Message to Congress Transmitting Draft of Proposed Legisiation to
Reform the Economic Regulation of Railroads, And for Other Purposes, 15
Weekly Comp. Pres. Doc. 459 (March 26, 1979). '
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. market dominance. Rates were to be negotiated, rather than set by

dramatically chose a different course. The Act permitted selective

deregulation of rates for commodities over which‘ the railroads lacked

government empioyees. Today, the lion’s share of rail traffic moves under
rates established in a free market setting, with only a small percentage
subject to Board jurisdiction, in those instances where the raiiroad is
market dominant. | |

The Staggers Act aiso freed the railroads to phase out rail lines that
were duplicative or on which revenue was being lost. Since 1980, Class |
railroads have reduced significantly the miles of track they own; from
271,000 in 1980 to 106,000 in 1996. Improved eamings, the possibility of '
achnevmg adequate revenues, and a stable regulatory environment have
given CSX and other raiiroads the essential ability and the incentive to
attract the capital funds we need to invest in our infrastructure.

AIlhmgh decried by some rail critics, | submit that the rail
consohdationssnce 1980 have led to both better service and lower prices
' formeshippiﬁgpumn Better service exists because inefficient routings
have been eliminated, transit times have been reduced through increased
single line service, and improved car utilization was the result. Better

’ prices ensue from the ability of rail carriers to lower their costs by



eliminating expensive interchanges and achieving better equipmeant

utilization, which in tum allows. carriers to reduce rates for their customers.

| Since the enactment of the Staggers Act, we have seen an explosion
qf improved rail performance. The ton-miles of ﬂéight shipped by rail has
increased 49 percent since 1980. Average rail rates, adjusted for inflation,
have falien more than 50 percent. Train accidents and derailments have
declined by almost 70 percent, while fuel efficiency has risen by more than
>60 percent. In this decade, railroads invested more than $100 billion to
maintain and improve tracks and equipment. Industry-wide, delivery time
for rail shipments has improved by nearly 30 percent, resulting in billions of
dollars of benefits for shippers.

Since 1981, CSX has invested $14 billion in track and structures and
$1.2 billion in new locomotives. For 1998, our capital buaget is $806
million, not including sizable investments we are making to prepare for the
Conrail acﬁuisiﬁon, if it is approved. For example, we are spending over
$245 million to improve and expand capacity on appm)dmately 270 mi!es of
the former B&O route between Ohio and Chicago. The section of railroad

'being upgraded and expandéd will link Cleveland and the eastemn markets
of Boston, New York and Philadeiphia with the industrial heartiand of

~AmericaandmegaMayinChieagotoandﬁomﬂ\eWest
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As we move forward in our industry, safety of course continues to be

our highest priority. | am pleased to report that since 1980 CSX has
achieved an almost 80 percent reduction in accidents per million train
miles, and an almost idenh‘qal reduction in personal injuries per 200,000
personnel-hours since 1982. Overall, the industry’s safety performance
has l;een steadily improving. According to the Federal Railroad |
Administration’s statistics, the number of rail aceidenté per million train
miles has trended downward, and was 68 percent lower in 1996 than in
1980, when the Staggers Act was enacted. vThe number of injuries and
ilinesses per 200,000 personnel-hours has decreased as well, and was 67
~ percent lower in 1996 than in 1980. These and cther data absolutely
disprove any notion that derégulaﬁon ieads to decreased safety in the rail
industry. |
| In reviewing these accomplishments, it is hard to believe that we are
vmnessmg the same industry that teetered on the brink of total collapse just
25 years ago. Deregulation has been an unqualified success. As a result
of deregulation, we have lower rates, but financially stronger carriers. We
~have more capital availablefprmeindustry. And we have a safer industry.
What accounts for this tumaround? The answer is obvious:
competition brought about by deregulation. The market, not the
govemnment, is now the driving force in the railroad industry, justas it is for




our intermodal competitors, trucks and barges. The ‘éver—expanding web
of outmoded and often irrational economic regulation” to which Secretary
Colemén referred has been replaced by marketplace forces. In thé railroad
world today, inframodal, irtermodal, product and geographic competition
constrain prices, not the government. Consumers have access to :i.ore
products at fairer prices than before. The benefits of deregulation -
whether in service, track condition, price, labor relations, or customer
satisfaction - are numerous.

In spite of’thié documented success, there are those who would have
us retum to yesteryear. Some shippers want to wrest power from the
marketplace and retumn it to the govemment. “Competitive access” and
“open competition™ are their slogans. These are really codewords for ’
“forced access”, in which the govemment sets rates for rail freight service,
andrequiresarailroadtopennititscqmpeﬁtorstooperateoveritstracks— :
~ privately owned tracks, | would note, in which the owners have legitimate
m interests. Desplte the denials that this is just “tinkering” and not
an attempt to reregulate, make no mistake about it — this effort is a direct
assault on deregulation. |

“Competitive access” means that the government dictates how the
railroads carry out their business. Control of the day-to-day operation of
the freight railroads would be slnpped from the private sector, including the

10
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setting of rates, oberaﬁng conditions, yard usage, and other elements
necessary to provide rail service. Each situation would be different. With
multiple carriers operating over the same teritory, operating restrictions
would also have to be imposed. There would be long hearings and
appeals o settle these matters. This would be a disaster.

| do not mean to suggest that one eéuld never envision a situation
where the entry of a new carrier would be warranted. Service rendered by
a particular railroad could detcriorate to such an extent that this wouid be
appropriate. and several emergency service conditions have been required
over the years. But such relief should be availa_ble only where there is a
clear showing that the primary carrier is incapable of providing the service,
and of course wrth appropriate compensation paid to that carrier.

To achieve the “competitive access” that some seek perhaps our rail
system should be nabonalnzed and made available to any entity seeking
access to it. In some ways, this would be a more honest approach. There
is a model in Great Britain, where two monopolies have resulted from the
privatization of the rail network — one owning the roadbed and the other
providing the service. We could do that, but we then should realize that the
federal government must be prepared first to buy the system and then to
setﬂ\epriceforenh'yomoit. as well as to expend the revenues necessary

to maintain tracks, bridges, dispatch centers, signals, and the like.
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On the other hand, "open access” advocates might be iﬁdirecﬂy
suggesting application of the antitrust laws instead of the special statutory
regime that has been adopted for railroads. Under this approach, there
would be no maxfmum rate regulation with open access. The “public
interest” and other factors would no longer be relevant to merger analysis;
instead, “competitive access” issues would be considered within the
context of the Sherman Act, and merger# would be handled under the -
Clayton Act.

Letmebe dear: | believe that “open access” is a backdoor
naﬁonaiization of the rails. | do not advocate either such a nationalization
of our rail system or the application of the antitrust laws as | have

described. But these appear to:be' the logical conclusions ~ perhaps the

only logical conclusions - of the position advanced by the “open access”

e to offer some other thoughts on “open access”. In some
/e agreed to share tracks or other assets ir: oeﬂéin
Norfolk Southem, for example, have agreed to share
assets in New ersey as part of our effort to acquire Conrail. We offered
this proposal because it makes sense from a business standpoint. But
“competitive access” promoters suggest that our agreements are an
indication that the system needs fixing and that the government should

12
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impose these resuits, or that we only want “open access” ‘ﬁhen we
négotiate it. ltis oné thing when businesses voluntarily undertake such
obligations: vélue is given and value is received. lt's quite another when
government mandates the result, for then value is merely taken. The
industry makeé these decisions when they are economical, and absent an
emergency situation the government shoulid not be asked or expected to
intervene.

in addition, some who promote “open access” in the electric utility
industry suégest thét, if it works there, it will work for the railroad industry
too. | fundamentally disagree that analogies can be made between these
industries. Unlike the electric utilities, the government never awarded a .
| monopbty to the railroads. And there are other differences between the
industries. Nonetheless, while the debate rages on Capitol Hill and
el_sewhere aboyt whether “open access” should be applied to electric
uﬁliﬁeé. | can state definitively that mandéting *open access” in the rail
worid will not work. Requiring one carrier to permit others to use its
facilities at a price below the owning railroad’s full costs, as the advocates
suggest, would deny raiiroads the ability to price their service as does
every other American busmess and prevent the railroads from recovering
Ihetr investment costs. And if we can’t do that, then capital will stop flowing

to this industry.
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The chorus has grown quite loud, and one inight think there js a .
groundswell of Support for forced aocess.. The opposite is trﬁe. Many
shiphers supported deregulation and oppose making major changes to the
current law because ihey experience the benefits of the dereguiated worid.
Intermodal shippers, the fastest-growing segment of rail shipping in
America, have prospered because deregulation has provided them with a
competitive rail afternative to trucks. Rail users know that, if the
“competitive access” advocates prevail and railroads are compelled to
cbarge government-mandated rates to one group of shippers, other rail
shippers will suffer.

But “forced access” is not the only proposal which seeks to alter the
regulatory structure that has been successful for two decades. Those who
héve a reregulatory agenda have even persuaded some in Congress to

introduce legislation to achieve théir goals, including repeal of the Board’s
Botﬂeneck' decision. While their campaign may have a superficial appeal

to some we should not misunderstand its import. This legislation will take
us backwhemwehave already been, to a world of stifling rules and
cmmblihg' fail inﬁaétrhdtxre. v.The justifications offered in support of

i ;rereguiabon simply don't wnthstand scrutlny We don’t need slogans or

~ mmy-saeondsoundbltes weneed sound economic analysis. Good

economics tells us that it is lesscosﬂyformarketdemandstodictate



outcomes, for providers and customers to negotiate fair terms of carriage,
and for railroads to be able to streamline their c;perations as necessary.
Thé genius of the law today is that it delicately balances the

legitimate interests of shippei's in having dependable service at fair rates
with the understandable interest of the carriers in being able to eamn
sufficient revenues to reinvest in their highly capital-intensive
infrastructures. Fundamental changes to the current system are not
necessary. | fuily support the Board applying the law vigorously when |
appropriate to protect shipper and carrier interests, and the public. But we

should not changé the essential nature of the Board's functions. Making

some of the legislative modifications that are being discussed would

transform the Board from a neutral dispute-resolution body into an
advocate for shipping interests. That is ill-advised, and unnecessary. The
Board possesses sufficient aumority to act when circumstances require. In
response m the Interstate Commerce Commission Tetmination Act, you
have aiready taken’ a number of significant steps, including accelerating the
pace at which rate réasonableness cases are decided and devising a new
' remedy for small shipment cases.
A continuing challenge for railroads is to improve service to our
customers. Shippers need to have dependable transport of their goods, at

fair rates. In recent months, as | mentioned earlier, our industry has been
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struggling with service issues on the Union Pacific system. This Board has
taken a measured and appropriate approach to assist the rail industry to
work through this situation. The problems are real, and have to be fixed.
Before deregulation, it is honest to say that such service problems likely
would not have been so noteworthy, since the rail freight system wasn’t
relied on as a critical part of our Nation’s transportation infrastructure.
However, in today’s’deregulated world, customers have come ‘to expect
quality freight rail service, and nothing less should be acceptable to us or to
them. | | |
| There are no simple solutions. We must do a better job of
coordinating with our customers to anticipate demand, and to provide the
needed cars to transport their products. CSX and Norfolk Southem’ have
been planning for the integration that will be required if our proposal to
acquire Conrail is approved. CSX, for eﬁtample, has made vigorous efforts
to assure adequate locomotive power. We have acquired 189 new units,
and rebuilt about 120 engin'es that we otherwise would have retired at the
end of next year. We also are compensating Conrail to hire additional
employees in case they are needed, and we are tra_ining our employees so
~ they will be ready to implement the new system smoothly. At CSX, we
have impw service and reliability, but | freely admit that we must go

much further. And we will. But the free flow of capital to support these
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efforts must not be éhéked off by efforts to micromanaée the industry
through reregulation.

Commissioner Owen, we agree with your observation in the
Bottleneck decision that, “more efficient solutions to all shipper-carrier
disputes are to be achieved in the marketplace and through direct
negotiations without the intrusion of government.™’ |

We are striving toward that goal. CSX, Norfolk Southemn (NS), and
the National Industrial Transportation League (NITL) recently agreed to
establish the new Conrail Transaction Council. The Council will be
comprised of representatives of CSX, NS, the NITL, and other
organizations représenting affected rail users, to serve as a forum for
dialogue and the dissemination of information about operations in the new

- rail system in the East. This is a voluntary effort by the carriers and
shippers, one not required by the government but intended by the
participants to assist in facilimshg the working relationships between CSX
and NS, and our respective wstqmers.

¢ Comments of Commissioner Owen in Central Power & Light Company v.
Southern Pacific Transportation Company No. 41242, et al., (Decns:on of Surface
TnnspmanonBoud,Dec.ﬂ 1996).
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We have seen the fruits of dereéulation, and it \&ﬁuld be disastrous
to retumn to excessive government regulation. Senator Russell Long,
Chairman of the Surface Transportation Subcommittee, observed aimost
twenty years ago, “where there is adequate and effective competition there
is no need for regulation.”2’ If reregulation is imposed, railroads will have to
forgo market-pricing in favor of rates and rules set by the govermnment.

Hfgh capital costs that are inherent in the rail indusuy will not be recovered,
jeopardwng further investment in technology and equipment.
Congressman Edward Madigan referred to the effects on his rural
constituents of the stifling regulatory environment in place in 1980 (when
the Staggers Act was enacted) when he commented that, “one of the
reasons our national railroad system is in such poor condition is thé fact
that regulation has prevented aggressive competition.” / Just two years
ago, when the ICC wés sunsetted and this Board was constituted,
Congress reviewed the deregulated rail system and rejected calls to
mregulaté. We cannot go back to that regulated ﬁoﬂd“

Madam Chairman, Vice-Chairman Owen, those who do not
remember history are doomed to repeat it! After all the siogans; after all -

the rhetoric by the naysayers, someofwhomaremesamevomwho

¥ 125 Cong. Rec. S15320 ( daily ed. October 29, 1979) (statement of Sen. Long).
¥ 126 Cong. Rec. H5901 ( daily ed. June 30, 1980) (statement of Rep. Madigan).
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opposed deregulatidn 18 years ago; after all the inflated élaims of how the .
rail world will be improved if we just go back to having the government
make the decisions; after all that, one thing is clear — deregulatioh is
working. We must continue to allow markét forces, withv appropriate
govemmerital safeguards, to operate.

That is the proud history of the past two decades, a history forged by
Ieadérs in the transportation world, in Congress and in this agency. |
believe the Board has been a major contributor to that success, working
coqperaﬁvely with carriers, shippers, labor and govenmental entities to
further the positive changes that are occurring, and | am confident the
Board will continue to play a pivotal role in seeking solutions that are
consistent with the balanced approach that has been its hallmark. The
Board’s administration of the law has justly earned the acclaim of the
financial and economic communities. | pledge my efforts and those of all
the empw_yees of CSX toward continuing the paositive trends in our industry,
so that the next 100 years of raiiroading are characterized by competitive
behavior, first-class service, and the safe and efficient carriage of goods.
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Verified Statement
of
David R. Goode

My name is David R. Goode. I am Chairmun, President and Chief Executive Officér of
Norfolk Southern Corporation. Before assuming my present position in 1992, I held a
succession of management positions with Norfolk Southern and its rail carrier predecessors. I
havehadmgrethani!l years of experience in the railroad industry.

I understand that at the request of Congress the Surface Transportation Board has
commenced this proceeding to review access and competition issues in the rail industry. For the
reasons elaborated beiow, I believe that at this critical juncture in the industry’s history such a
review is entitely fitting. There is no better time than now to affirm the central importance of the
deregulatory project Congress started in the rail industry two decades ago. Imhngahead..we
need the reform-minded principles of the 4-R Act and the Staggeré Act more than ever to deliver
safe, service-oriented rail mspomﬁoi Our customers are deﬁending onit.

Past Successes and Present Challenges

There will be much said in this proceeding, by railroads and tve hope by some rail
customers, about what railroads have accomplished under deregulation. Rail freight volume has
mnd@mwhdeavuagemﬂmhave fallen for all major commodity groups and in

all geographic areas. Train accidents have declined almost 70 percent. Productivity of physical
. assets ~ freight cars, locomotives and track — has doubled, while labor productivity has tripled.

Return oa investmeant has increased from less than 2 percent in the 1970s to as much as 9 percent

in recent years.




These are impressive achievements for an industry that was in trouble when the reform
movement staned. Yet somehow the achievements seem rar.ﬁer hollow in light of the recent
crisis in the West. As with any business, it is railroads’ obligation continuously to eam customer
-saﬁsfaction, and there is no minimizing the challenges we face in regaining custorners’
confidence once service levels have been restored.

But is there something systemically wrong with competition and access in the rail
industry? That is a different question, and one that must be answered with a view to the long
term. To do o it is worth recounting how the deregulatory initiatives of the 4-R Act and
Staggers Act, and the ICC and STB decisions implementing those reforms, gave railroads the
opﬁpmmity to compete effectively with other transportation modes for freight traffic, and
allowed them to reduce opemﬁng costs, improk servicg, and strengthen the industry’s financial
health. These are the regulatory ﬁmdamcntalsthatcanusherinaneweraofg;owtb,justasthey‘
helped the industry return from the brink of collapse. |

Ratemahng freedoms allowed us to adjust rates for particular commodities and shippers

on the basis of individual market conditions. That sounds like business at its most basic, but to a

ndustry it was a revolution. The freedom to price in accord with market
signals meant we could compete for traffic that otherwise would not move by rail. Being able to
differentiate rates on the basis of demand brought increased volumes of al types of competitive
traffic, and thus PR density and a greater contribution to fixed and common costs that
: othemrise would have to be borne by less comperitive traffic. | »
We rationalizsd our physical network and ;otne‘smxctme to become more efficient. We
' climinated, or transferred to ei_ltreprencutial, lower cost operatofs, duplicative or low-density
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lines, while concentrating as much traffic as possiblé oﬁ high-density trunk lines. We acteq to
close inefficient joint-line »route.s, and to concentrate interline traffic at high volume, eﬁiciem ‘
interchange poinﬁ. We eliminated the delays associated with unnecessary interchanges.
Mergers increased single-line sgrvice and thus increased the avérage length of haul.
| Rate and routing flexibility enabled us to improve direct service to shippers. Longer
hauls translated into increased ability to controi the timing and coordination of shipments,
thereby ensﬁng prompt deliw)ery of freight and increased equipment utilization. Through the
use of transportation contracts, we tailored service to theb specific needs of our customers. |
Finally, we took advantage of rate and routing freedoms to invest in capital maintenance
and izpprovemenis that allowed us to improve service, expand capacity and achieve operating
efficiencies. The ability to set rates based on market conditions made it possible to justify this
investment. Again, it was just business basics, but non# of it would have been possible without
 the duégulatory revolution Congress unleashed when the industry was fighting for its life.
What Is Now Possible
 With tweaty years of reforms behind us and relaive financial stability, consider the kinds
of capital investments now possible on just one railroad, Norfolk Southern. NS’ planned 1998
expenditures for capital improvements are $903 million. That is a lot of money, and i is all
going to enhancements that wdlbmzﬁt our rail system’s users.
Initial expenditures for facilities and equipment related to our proposed operation of a
large part of Conrail will total $149 miilion. Much ofthis.is for investments in technology and
' improvements to increeseycapacity. such as construction or extension of passing sidings and
double-tracking portions of key routes. Of the balance, $279 million is for the rail, crosstie,
 bellast and bridge replacement programs. $237 million is for the purchase of 116 six-axle,
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high-adhesion locomotives and new freight cars, including multilevel automobile racks,
high-cubic capacity boxcars for amoﬁlotivé parts, covered gondolas for coil steel, billet flatcars
;’or steel, centerbeam flatcars for lumber and small-cubic capacity covered hoppers.

In addition to the investments in new equipment, NS expects to spend more than $44
million to support our ongoing progmm to get better utilization of existing equipment. This
includes the continuing coal car rebody program; modxfymg gondolas to increrse the capacity of
mmmmﬂﬂmmbwﬁngmwcmmmmxm;mmmﬁngxms
of the amtomotive multilevel fleet. NS’ 1998 capital budget also includes the initial phase of the

following multi-year projects:

* $56 miliion for track projects, primarily for Conrail-related work
' on NS; ,
* 547 miltion to replace pole lines with electronic track circuits and data
radios, $26 million of which is for the NS line between Buffalo and
. Cleveland;
.. $47 million for computer hardware and software projects,
including $25 million related to the Conrail transaction;
* $21 million for communications projects, $17 million of which is
.Conrzil-related; and

* Sl9millionforneworexpmdedintermodalandbulkdiswibﬁon
facilities on NS.

These investments, and the direct benefits to safety and service they will engender,

dzmonsmewhnispdnibhwhmmﬂmadsmﬁhmﬁaﬂysmblemdcapableofmvsﬁngfoi
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2 broadside attack on enlightened deregulatory policy. Proposals that, for ?ﬁ;ample, would codify
into law the abiﬁty to override carriers’ routing initiative would undermine, if not reverse, the
progress :aﬂroads bave achieved in financial hnlih, service quality and competitive ratemaking.
They would roll back railroads’ ability to make additional, pro-competitive capital investments
necessary to maintain and improve service. And they woﬁld re-establish intrusive government
involvement in the mmute details of railroad réts, routes, divisions and operating practices. In
short, they would convert the deregulatory revolution into unenlightened regulatory devolution.

Can railroads and their customers afford this? Even in ordinary times railroads require
massive and ongoing infusions of capital, much of which is tied up in fixed assets. And these are
not ordinary times. .To fix western service problems and carry out eastem rail restructuring, we
will need capital. Over the long term, we will need to accustom ourselves to growth a.nﬁ that will
mean strategic deployment of additional capacity. Railroad taffic in certain commodities, like
intermodal and western coal, has Vbeen growing for decades, but the overall surge of demand for
rail transportation in other commodity groupsvvand in all regions of the country ls anew
phenomenon. Tomeetthisdmandwewiﬂhavetoshif;gearsandassumethatgrow&isthe
norm. ;

If through reregulation we end up consistently shon-himed or forced to route traffic
inefficiently, we will not meet the challenge. Instead of growing we will have to reduce capital
expenditures. This will mean less traffic on the rails and more on the highways. With less
capital we will be unable to commit the resources necessary to attract new traffic, and will face
potential loss of existing traffic.

- ‘I'haeﬁrillbearippleeﬁ'ect. Withfeﬁercarloadsonagivmlineoronagivenﬁain,the
contribution each carload must make to cover the cost of the line or the train will rise. Traffic
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that is only mey profitable will become unproﬁtableand we'will no longer be able to
afford to carry it. This is the state the industry was in before bdercgulaﬁon, and fundamental
railroad économics have nét changed. We cannot afford a declining traffic base and begin agam
the destructive spiral that took the last tventy years to reverse. ’
s Sicple Li T
" Toavoid regulatory devolution e need only apply w‘any proposal for forced access a

simple, three-part litmus test, derived from the common-sense prinéipl&s that govern competition
and access in the rail industry today:

Does the proposal inhibit the carrier’s ability to control routing, including interchange,
and optimize network efficiencies?

Does the proposal inhibit the carrier’s ability to manage its network by concentrating
traffic on high-density lines and eliminating or transferring &upucaﬁve or low-density lines?

Does the proposal inhibit the carrier’s ability to price differentially and thereby spread
fixed costs among the most network users? : ‘

Measures that would alter the rules of competition and access in the rail industry that fail
these simple tests — and most do — are at odds with the wise deregulatory framework Congress
established twenty years ago and should be soundly rejected.
D Jation’s, Central A list

Raﬂaenhanpmclaimingthedawnofaneweta,lwonldprefermbeamomcing
unequivocally in this statement that the new era had arrived. But even if the western service
‘ crisishadnotoccmredandtherewerenoneedtoqualifyomassessmentofpastachievcmeﬁts,I
- suspect I would be filing this statement. Indeed, if railroads’ post-deregulation track record were
unblemished, it probably would be all the more necessary to come to the defense of the
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deregulatory revolution, because it would havg been all the more successful. And success, for
those whose strategy is to ¢oopt the regulatory process for parochial gain,‘ signals opportunity.

But what is an opportunity for the few can be a hazard for the many. To dismantle the
existing framework of competition and access in the rail industry would be to ignore, and to
place at risk, what is, perhaps, the central accomplishment of that framework. Itis an
accomplishment of clear advantage to rail customers: rail transportation prices have declined
dramatically. Just a few weeks ago the STB reported that the average real rate has fallen 46.4
percent between 1982, two years after the Staggers Act, and 1996. According to one estimate,
the gains to the shipping public from rate reductions during approximately this period are
measured not in billions but in tens of billions of dollars annually.”

Where has this money come from? It has come from railroads’ productivity gains. No
other rail carrier has proven better than Norfolk Southern that more efficient operations are
consistently mhiwaﬁﬁi, But we may be at the point wher: incremental improvements, not
dramatic productivity breakthroughs, are the order of the day. In such a situation, to impose still
mm&monmﬂmadsiswmmmmcmwmofmemﬂmspomﬁmnawo&k.

Ironies abound in the current regulatory environment, not least of which is the fact that
some can claim there is not enongh competition and access when we are on the verge of the most
pro-comp etitive, pro-access restructuring in railroads” history: the Conrail transaction. The
balanced structure of East and West that will emerge, coupledvﬁthmorlsandpmsm’ps

Mmmgionﬂsmdshmlhegwiﬂaubﬁshdnbasisfmashippu—ﬁéaﬂlymdfmngly

CarlB Muﬂmd,“SamcesomeanmallmprowmmmﬂseUSRaﬂlndumy 1966-
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competitive rail transportation system. That system will feature real competition, as two
balanced rail networks compete against each other and motor carriers, not the illusory
competition for the benefit of the few that reregulation would produce.

Turge Cong:&ssandtthTB 0 upholdthcsopnd economic principles that have guided
the rail industry’s renaissance. We have our problems and challenges, to be sure, and they must
be addressed if the industry is to prosper in the future. But we also have our successes, and I
includeih“we”meCongrm,tthCC,theS'I‘B,themilroads,dmeircustomasandallindum
stakeholders. Among these successes few can surpass the visionary dereguiation that established

~ modemétpundml&sforcompeﬁﬁonandmandsettherailindusuyontheﬁghtcomse

twenty years ago.
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deregulatory revolution, bécause it would have been all the more successful. And sucéess, for
those whose strategy is to coopt the regulatory process for parochial gain, siénals opportunity.

But what is an opportunity for the few can be a hazard for the many. To dismantle the
existing framework of competition and access in the rail industry would be to ignore, and to.
place at risk, what is, perhaps, the central accomplishment of that framework. It is an
accomplishment of clear advantage to rail customers: rail ransportation prices have declined
dramatically. Just a few weeks ago the STB reported that the average real rate has fallen 46.4
percent between 1982, two years afier the Staggers Act, and 1996. According to one estimate,
the gains to the shipping public from =ate reductions during approximately this period are
measured not in billions but in tens of billions of dollars annually.”

Where has this money come from? It has come from railroads’ productivity gains. No
other rail carrier has proven better than Norfolk Southern that more efficient operations are
consistently achievable. But we may be at the point where incremental improvements, not
dramatic productivity Breakthmngbs, are the order of the day. In such a situation, to impose still
greater revenue pressure on railroads is to threaten the integrity of the rail transportation network.

homesabomdmthecmremmgulmmyenvxmnmem. not least of which is the fact that
some can claim there is not enough competition and access when we are on the verge of the most
pro-competitive, pro-access restructuring in railroads’ history: the Conrail transaction. The
balanced structure of East and West that will emerge, coupled with networks and partnerships
with regionals and shortlines, will establish the basis for a shipper-friendly and strongly

‘Carl B. Marﬂmd.“SomcsomenmlImpmvemunmtheUSlelndumy 1966-
P ! Annual Meeting (1997), at 77.
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VERIFIED STATEMENT:

OF
RICHARD K. DAVIDSON

I am Richard K. Davidson, Chairman and Chief
Executive Officer of Union Pacific Corporation and Chairman of
Union Pacific Railroad Company. I have been‘é railroader for
38 years, since I began my career as a brakeman/conductor with
Missouri Pacific in 1960. i held a series of operating
positions with Missouri Pacific, and thén, following the UP/SP
merger in 1982, with Union Pacific. I became CEO of Union
Pacific Railroad in 1991, and of Union Pacific Corporation in
1997.

As the Board well knows, Union Pacific is struggling
with a service crisis. That ;risis was unexpected, and the
great difficulty we have had in overcoming it has been even
more unexpected. The crisis has been costly for our
customers, and it has been costly for UP, which after years of
uninterrupted profits faces a second straight quarter of
losses as we pour resources into solving our operating
p:obiems. ’ ‘

‘ ‘I am acutely embarrassed; and our company is
embarrassed, at the time it has taken to recover from our
congestion crisis. We had absolutely nothing to gaih from
projecting a faster recovery than could be accomplished.
Dechelvpf prior e;perience toid’usythat our projections weré‘

corre;t;fkﬁut:realityihns.been telling us something else. We



have iearned in the most painful possible way a lesson that is
of critical importance in the present proceeding.  That lesson
is that the railroad industry faces a severe capacity problem.

Year after year, the railrocads have been increasing
their traffic volumes without addiﬁg comménsurately to their
physical capacity. Some, like cash-strapped Southern Pacific,
actually reduced physical capacity in areas where traffic was
burgeéning, such as the Gulf Coast chemical complex. The
.railroads were able to do this by deploying new systems and
techﬁologies that increased the efficiency of railroading at
the same‘time as personnel and even physical infrastructure
were cut back.

But what we did not realize is just how vulnerable
to extraordinary stresses our stream;ined railroads,

confronted with demands to handle more and more traffic with

‘ greaterjindegreater levels of service quality, had become. We

‘no longe had’the vital cushion -~ the surge capacity -- to
kinds of multiple stresses that swamped Southern

Pacifiévin Houston/Gulf area last summer.

Much of the immediate solution to Union ?a&ific's
congesczon‘pzohlem lies in completing thg process of realizing
the efficiencies of the UP/SP merger in Texas and the
surroundlng states. Achieving this in the midst of severe
service disruptioms has: heen a terrlble struggle -- but we

have had a0 chozce. Only with the capacity-creating effects




of directicnal running, yard specialization and increased pre-
blocking can we be confident of smoothly handling the high
levels of business demand in this area. Indeed, one =I the
great ironies of this unhappy time has been the attempt of
those who opposed the werger to blame the merger for our
service problems. When SP was engulfed by the Gulf Coast
congestion crisis last summer, pulling UP down with it, Qre had
not merged the railroads in the Gulf Coast area :’ if we had,
this crisis would never have happened.

But the merger is not the complete answer. It is
also now clear that in order to reach a lasting solution to
the congestion problem and be sure it will not recur, we must
increase our already very substantial plans for investment in
physical infrastructure.. As the Board knows, Union Pacific is
stepping up to that challenge. We recently made the difficult
decision tO cut our dividend for the first time in mﬁny years,
and we are in the process of raising a billion dollars in
additional liquid funds in order to be abl§ to fully satisfy
the capital demands of ocur business. We are conducting a
comprehensive analysis of the physical infrastructure needs of
the Union Pacific system in the Gulf Coast area, and we are

-going to invest what it takes to meet those needs.

This brings me to the subject of the present
Proceeding: whether the govermment should try to inject

artificial, additional "competition® in the rail industry
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through compulsory access schemes, mandatory "bottleneck”
rates, or similar measures.

’ All such proposalcs are really aimed at one thing:
destroying the ability of railroads to set their pricés
‘differentially, on a marketplace basis. Many shippers do not
supporﬁ such»pcho#als. Those who do hope to achieve gains
from forcing rail rates down. But any such gains, even for
the minority of shippers who might benefit, would be short-
term only.

' In the long run, if railroads cannot price
differentially and rates are forced down to or near variable
costs, railroads will ke unable to cover their full costs,
including the cost of providing a return on invested capital.
And if a railroad cannot cover all of its costs, including
earning enough to provide a competitive return on invested
funds,vinvestors will not provide such funds. UP and the rest
of the industry will‘not be able to meet the challenge of
building Aew infrastructure to handle the traffic of a growing
economy. Instead, the railroad industry will shrink, and the
American economy -- and all rail shippers, including those
short-sighted enough to support compulsory access measures --
will be the losers. ) |

Before the Staggers Act was enacted, the rail
- industry was condemned by regulation to woefully inadéquate»

returns. The railroads suffered year after year of

o
o




O O S

disinvestment. The owners of rail assets preferred to
diversify into amusement‘parks rather than invest in
maintaining and improving their rail facilities.

' Staggers substantially deregulated the rail
industry, and made it realistic for investors to expect that
the railroads could earn adequate revenues. The industry has
in fact made steady progress toward revenue adequacy. As a
result, UP and other major railroads have invested heavily
throughout the 1980s and 1990s. Between 1981 and 1997, the
railroads ﬁow combined in the Union Pacific system invested
more than $331 billion, in 1997 dollars, in their rail
cperations. In many years, UP invested more than we earned.
Far from diversifying out of railroading, we have focused our
business more and more on our core railroadihg function. This
has been possible only because of deregulation, the freedom to
price our business compensatorily, and the realistic prospect
of revenue adequacy.

All of this will change overnight if this industry
is re-regulated in the guise of promoting "competition."
Compulsory access or "bottleneck" rate scheﬁes do not create
genuine competitioﬁ: they try to force artificial competition
-~ which is by its nature unsustainable, and thus illusory.
Trhey would force more competiﬁcrs into markets in the short

run, but their long-run impact would be to destroy the very

competition they are ostensibly aimed at promoting.




What few pedple seem 10 understand is that the
present structure of our railroad industry reflects genuine
competition. Railroads never had a franchise monopoly like
electric utilities or telephcne companies. Railroads wére
built by private capital where the capi;al markets saw a
prospect for compensatory returns. This continues to occur
even today -- for example, in the Powder River Basin project
and in build-outs by major shippers such as Houston Lighting &
Power. Many markets are served by more than one railroad, but
where they are not, it is not because the government granted
the_railroads a monopely; it is because demand was
insufficient to induce private capital to build multiple

railroads to serve them.

% ) If all those one-railrcad markets -- which are vital
to our ability to price differentially and thereby cover our :

? costs -- are forced by governmental fiat to be two-railroad
markets, that is not ggmngﬁi;ign, it is ;ggyia;;gn.
Competitive capital markets did not produce universal two-
railroad service. Artificially forcing such service through
governmental directive will only destroy the viability of the
railroads, and therebhy destroy the sustainable competition
that now exists.

Some of the arguments one hears in the "competitioni

debate are downright dishonest. For example, it is just not

true that railroad mergers have caused custowmers to become




"captive" to railrocads. In fact, this Board, and the ICC
before it, have been scrupulous to preserve rail-to-rail
competition through conditions where mergers would have
eliminated it. The UP/SP merger decision illustrates that
very dramatically: not only weée we required to provide BNSF
access to every existing "2-to-1" facility; we were also
required to provide access to all transloading facilities énd
new facilities wherever BNSF received trackage rights, and to
preserve pre-existing build-in options: So when inveterate
merger critics like the Texas Railroad Commission say‘that the
answer to our service problems is to restore the "competition®
that the merger supposedly extinguished, they are doubly
wrong: our merger did pot eliminate rail competition forxr any
shipper; and the last thing thﬁt is needed to overcome the
congestion we have been struggling with is to add another
railroad to switch shipper plants and interchange traffic in
the middle of the congested areas.

I know how unpopular these truths are at this time
ot crisis. For a shipper who has no practical choice but to
use Union Pacific service, the siren song of “"competition® is

very attractive. In fact, during the congestion crisis, we

-voluntarily worked with our customers to open short-haul

interchanges and suspend contracts so that, where it would not

‘affirmatively worsen our congestion problems, they could get

their traffic onto other railroads. The Board imposed certain

114




O

additional, focused>measures alcng'these lines. But the hard
fact is that we have a congestion and capacity crisis, not a

competition crisis. Imposing more'"competition" in the form

of compelled access will worsen our operating difficulties as
well as undermining our long-term financial health.

Union Pacific, like all the major railroads, faces
intense genujine competition. Much of ocur traffic is
competitive with other railroads, through direct service,
reciprocal switching, competing intermodal and auto ramps,
truck-rail handling, and transloading. Bﬁild-ins regularly
expand this universe, as do shipper decisions to relocate or
open new plants. Trucks and barges also compete powerfully
for much of our traffic. Product and geographic competition
impinges sharply on us. Developments like the deregulation of
electxic power wholesaling give major shippers enhanced
ieverage cver Us.

All in all, the railroads are on an accelerating
ccmpétitive treadmill, struggling to improve our productivity
faster than the continued declines in our rates. As we
confront today’s capacity challenge, there can be no assurance
that we can stay ahead in this race. Re-regulation -- even in
the face of shipper distress over an unprecedented congestion
crisis, and even in response to the deceptive siren song of
artificial *competition® -- will only guarantee that we lose

that race, with incalculable damage to our nation.
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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB Ex Parte No. 575

REVIEW OF RAIL ACCESS AND COMPETITION ISSUES

- VERIFIED STATEMENT
OF
JOHN Q. ANDERSON

My name is John Q. Anderson. Iam Executive Vice President of Sales and
Marketing for CSX Transportation, Inc. (CSXT). Prior to joining CSXT in May of 1996, I held -
the position of Executive Vice President, Marketing and Sales and, later, Senior Vice President
= Coal Business Group at Burfington Northern Santa Fe. I am responsibie for all sales and
mlrlamgeﬁ'ombycsxr Prior to my positions in the railroad industry, I spent 13 years with
M&W,Mlmkawmofwmmm
both within and outside the transportation industry.

Imwhuﬂﬁngtﬁsmhrspomewmede'smmquor
comments on issues relating to access and competition in the rail industry. Apparently in response
to the serious rail service disruptions that have occurred on the recently merged UP/SP system

over the past year and various proposals that have been offered to re-reg.llatethenilmdustry
(such as proposals for imposition of "bottieneck” rate regulation and forced access to solely




served rail shippers), several members of Congress have asked the Board to undertake an

mnimﬁmofthewmmofuﬂmandmmpeﬁﬁmmdmmwhahamy&mgu
inﬂ\eedsﬁngreg\ﬂm:yschqm:dminimedhyﬂwﬁoudmybewamei The Board has

oo LR i e

- The purpose of my testimony is to address, from the perspective of a senjor
wmwmoﬁw,mmumubmmmmmm:

(1) = The remarkable success that the existing regulatory scheme, including the
de-regulatory reforms of the 4-R Act and Staggers Act, has enjoyed in
allowing railroads (including CSXT) to offer efficient, more competitive

_service at lower rates to a wide range of shippers, while at the same time
_ improving their financial health and attracting the capital needed to
maintsin and expand the rail infrastructure;

(2)  The pervasive competition that characterizes virtually all classes of CSXT's
rail freight traffic, including traffic that is served at origin or destination by
amglenilm

3) mwmmmmwmm
mmthepnstmdeuda(mehdmgthosewhd!mme
CSXT system) have had in enabling the railrosd industry to take advantage
of the post-Staggers ratemaking and routing freedoms by rationalizing their
rail networks, expanding single-line service, and reducing both the costs of
service and overall rate levels; and .

@) mmmmmwwmww&r
investment in needed rail infrastructure, including new investment in =
expanded capacity to meet the demands of a growing American economy.

-2-

119




mcompeﬂedbyre@hﬁoﬁmchargemsreﬂecdngamgeoruniformmarhxps over variable
costs, the inevitable resuit is to drive away the more competitive traffic, ’theteby leaving less
wmpeﬁﬁwuaﬁciabwaguwshnedﬂwhmwsmenwdsoffordngtheindumy
to disinvest (which, in turn, drives more traffic away from the system). By contrast, allowing
mﬂroadsmdiﬂ‘uaxﬁnetheirmwhaspanﬁnedthemmmdlmgevohmofm

» mmpeﬁﬁwmﬁcthﬁmkenpoﬁﬁwcm’buﬁm&ﬂpnﬂm&ds’ﬁxedmdwmmoqm,md
thereby defray the revenue burdens that less competitive traffic would otherwise have to bear if
adequate rail service is to be preserved.

These ratemaking freedoms, and the recognition of the need for differential
pricing, have given the railroads a much greater incentive and ability to compete effectively
against trucks and other low-cost modes of transportation. Railroads, including CSXT, have
begun to win time-sensitive and high-value traffic that once moved exclusively by other modes.

 Musch of the growth in our traffic is attributable to this competitive traffic, which
we can attract only because of our ability to offer proportionally lower rates to meet the intense
competition we face, particularly from trucks. The most obvious, and dramatic, example is
intermodal container and trailer traffc, which has been the fastest growing segment of CSXT's
business in recent years. Between 1989 and 1997, intermodal loads over CSXT increased from
713,000 units to 915,000 units. |

Emhw'ofmhﬁwmmﬂywmm&mm
as chemicals, our pricing flexibility has led to success. In the last two years we have mounted a
concerted effort to convert chemicals traffic from truck to rail and have been successful in
winning over 15,000 carloads anmually of chemicals business (in excess of $20 million ansual

-4




L The Existing Regulatory Scheme Has Been An Unqualified Success For
Railroads and the Shipping Public.
1t is both worthwhile and necessary to begin any evaluation of the existing scheme
of railroad regulation with 2 review of the effects that this regulatory scheme has had on the rail
industry and the shipping public generally. Remember that in the 1960s and 1970s the rail
industry was suffocating, strangling on its inability to function as a heavily regulated enterprise in

-a vibrant and dynamic transportation market. Penn Central and a number of other carriers went

under when they were unable to recapitalize their business or respond to customer demands in an
increasingly truck-dominated environment. msaggasAuwasalastmduﬁonbyCongm
to free the railroads to compete. And, compete we have.

The Staggers Act reforms were based on several simple, but powerfis ideas. First,
and foremost, they reflected the idea that rail rates and service should be based on market
rare instances in which railroads do not face effective competition and have engaged in
compmabum Mtotlnsp!mplewasmereeogmnonthnnﬂroads&nemtense
wmpeuumformmgmmofﬁaglnmmc Rnlroadsmlstmlorﬂmmwmuka

vonditions and be able to differentiate rates on the basis of demand if they are to have any chance
mmmmmmmmwmmmmﬁm
Thssyuemofd:ﬂ'uumdmmlg ~ charging less-than-average markups over
vmﬂeem&rwemuﬁcmdmmgemfoﬂ&m
mﬁc—isabwhndyasuﬁﬂmﬂwrﬁlrwlﬁﬁtymmﬁﬁrﬁnmnﬁcmofm

inchuding their cost of capital. As the experience of the pre-Staggers era reflects, when railroads
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arewmpdledbyregulaﬁontoch&gemﬁreﬂwﬁng average or uniform markups over variable
costs, the inevitable result is to drive away the more competitive traffic, thereby leaving less
competitive traffic to bear a greater share of the industry’s revenue needs or forcing the industry
todisinm(wlﬁdx,vinuuﬁ, drives more traffic away from the system). By contrast, aliowing
railroads to differentiate their rates has permitted them to attract large volumes of very
competitive traffic that make a positive contribution to the railroads' fixed and common costs, and
thereby defray the revenue burdens that less competitive traffic would otherwise have to bear if
adequate rail service is to be preserved.

These ratemaking freedoms, and the recognition of the nced for differential
pricing, have given the raiiroads a much greater incentive and ability to compete effectively
against trucks and other low-cost modes of transportation. Railroads, including CSXT, have
begun to win time-sensitive and high-value traffic that once moved exclusively by other modes.

Much of the growth in our traffic is attributable to this competitive traffic, which
mmmody;bmwofwabnhywoﬁ‘epropmﬁomnylmmmmmem
competition we face, particularly from trucks. ‘lheu:ostobyimss,mddxmmic,amnpleis
intermodal container and trailer traffic, which has been the fastest growing segment of CSXT's

* business in recent years. Between 1989 and 1997, itermodal loads over CSXT increased from
713,000 units to 915,000 units.

Even in segments of our business not normally considered truck competitive, such
uebutiuls,owpﬁcingﬂadﬁiﬁtyhs‘ledtom In the last two years we have mounted a
concerted effort to convert chemicals traffic from truck to rail and have been successful in
winning over 15,000 carloads anmually of chemicals business (in excess of $20 million anmual

-4-




revenue) that formerly moved by trucks. In most instances where we have failed to win the
business, it was due to reasons other than price.

CSXT today is handling record traffic volumes across many different commodity
groups. As I shall discuss further below, most ofﬁs traffic is subject to intense competition from
a variety of sources. The simple fact is that we could not attract this traffic without the ability to
differentiate our rates on the basis of market conditions and the demand for service.

Ardned&enmoftheumregmaoryschmmbﬁsmdunder&aggusis
the ability of railroads and shippers to negotiate private, unregulated transportation contracts
specifying individual rates and service terms. Today, the large preponderance of CSXT's freight
uaﬁqapdomQSpamofomcodmﬁqmovsmducom(orisothuMseamnpted
from regulation). These arrangements offer substantial benefits for both railroads and shippers.
In particular, long-term contracts, by locking in commercially attractive rate levels, give railroads
mewmmmofmmwmﬂmmaymm‘mﬁw
related capital investment, including freight cars and locomotives, rail sidings and lead tracks, and
loading and unloading facilities. For their part, shippers also enjoy the benefits of protected rate

levels (often secured in exchange for tonnage commitments), which also facilitates their capital
planning efforts. Shippers also use contracts to obtain from us assurances regarding equipment
supply and service levels. None of these benefits would be possible if shippers had ready resort to
aniﬁusivesystanofm‘lmem@hﬁm

A third fuondamental principle underlying the de-regulatory reforms of Staggers is
the notion that railroads should be given the fiexibility to manage their business by establishing
efficient routings of traffic. Staggers ended the era of forced interchange, where it was presumed:

-5.
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that a carrier should be obligated to offer service over any cobbled-together foutethatcot_nd
eoncdvablybeconsuucte& Taking advantage of rail mergers and consolidations (such as the
Chessie-Seaboard merger that created CSXT) that expanded the size and scope of individual
carriers' networks, railroads (including CSXT) began to route traffic more efficiently,
consolidating traffic over more direct routes and through more efficient yards. Raiiroads have
Mhmﬁhﬁnguaﬁcmhamedmityhmwrﬁmwiwhgmaﬁmuse
of available locomotive power and track. Track structure on key fines has been upgraded and
service has been enhanced.

Funﬂy,ﬁeedﬁumreguhtion—hnposedcqnsnﬁmsonnﬂroadmnhgpncﬁcsand »
given partial de-regulation of railroad rates, the railroads have rationalized their networks through
efficient inter-carrier agreements, such as trackage rights, reciprocal switching and haulage
arrangements, Raﬂmadshavemjrineunivemmhuomchpro-eompeﬁﬁveamgm
provided that they are operationally feasible and do not impair the carriers' ability to charge rates
that cover the full economic costs of service. In simple terms, if railroads can offer more efficient

service, at lower cost, through the use of another carrier's lines, all interested parties — carriers
uﬂﬁpped&e-hwammhmmmmm. To cite but two
examples, CSXT and Norfolk Southern several years ago entered into a series of interrelated
agreessents (including reciprocal trackage rights) to rationalize each carrier's operations and
mmam&nmd,hmmecdmwiﬂmwpmpqsedjohnmﬁﬁﬁénomemLthose
catriers have provided for unprecedented joint access to the portions of the Conrail system
designated as shared assets areas. These kinds of arrangements are pro-competitive, and benefit
all shippers. However, these arrangements are possibie only under a scheme of regulation that
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gives railroads substantial pricing and routing flexibility, the ability to command (if market

conditions permit) revenues sufficient to generate a competitive rate of return, and the ability to
make voluntary, efficiency enhancing business arrangements that recognize all parties'
fundamental economic interests. They cannot be successfully imposed or implemented by
government fiat.

Railroads have responded to the regulatory flexibility that was extended to them
under these reforms. mmmmmofmmmhmﬁngmwmm
CSXT has invested over $8.9 billion (exclusive of repair and maintenance expense) in the post-
Smggmm-mmmmﬂmmmgananintheml970'swouldmvahavedmeﬂposﬁbie.
Mndlofthisinvmhsbemdhectedmnewphmmd&dﬁﬁad&gnedmmm.
W&d@uuﬁgh&ﬁngwbmﬁdhmhmmﬂhgsodgdwbl&mkhg
of rai fines, construction of new intermodal loading ramps and bulk truck transload faciltes,
improved dispatching, signaling and shipment tracking systems, and other projects.

" The result of the rail industry's efforts under the de-regulatory freedoms made
avﬁhbhbyunsmmwmlmmdeaﬁmmbunmmmmmfa
railroads — and for the shipping public. Mr. Ward, CSXT's EVP Finance, describes in his
separate statement the financial performance of CSXT in the era of competition and describes in
detail the capital investment and maintenance expenditures that have been made to revitalize and

improve the CSXT rail network. I would like to discuss what this means for CSXT's customers.
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A modem logistics manager is looking for five things from a transportation
provider:

* safety

* damage-free delivery

* prompt, reliable transportation service

* supporting information technology
» * competitive prices
CSXT has made remarkable strides in all these areas.

" Train accidents per million train-miles were down from 13.6 in 1980 to 2.25
in 1996.

Ipsanddumgesaraﬁope$IOOofﬁ'dgﬁtmemewasMﬁ?om34oemsin
1986 to 19 cents in 1997, for a cumulative percentage reduction of 44.1%.

CSXT has placed a growing emphasis on runming the railroad to plan. We have
organized many of our operations around service lanes as 4 means of focusing on reliability. We
have created geographic business units with tremendous operating and marketing autonomy for
ﬁnmoseoffoumngonthewstonnfsmeds We are dedicating more and more effort to
improving the reliability of our service. ﬁ ;

CSXTsabﬂhymuackﬁéglumthrwghunmsyaanmdtoadvisewstom
of their location and estimated time of arrival at destination has improved remarkably through the
use of computer technology. ,

Anthumhmbwnammpﬁshdwmenofmmpeﬁﬁmms
prices have fallen. CSXT's rates, adjusted for inflation, have fallen amost constantly since 1980,
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generally tracking the substantial reductions we have experienced in rail operating expenses.
Revenue on 2 revenue per ton-mile basis is down about 50 percent since 1981 on an inflation-
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Even coal shippers, who have been among the most ardent exponents of re-
regulation, have shared in these rate reductions. Between 1981 and 1996, CSXT's coal rates
WMSOM on an inflation-adjusted basis. Even without adjusting for
infiation, CSXT's average coal revenue per ton-mile is down approximately 17 percent in the
period from 1981 through 1996. |
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Competition has forced the railroads to provide a better product at a lower price.
mdownwmslopeinpﬁwsmmedommsxopeinuniteos:sémﬂroadshavesqum
costs from the system and become more efficient. With enhanced efficiency, railroads have, ina
unnpahhmenﬁnnmmm;beuiRnadtobﬁngrnzsdcwnasnmn

The most basic message of this statement is that raifroads have reduced costs and
conqnﬁﬁqnlnsﬁutedthantopasthnesnﬁusonhocunnnmm-—ﬁxﬁmﬁngshbpqsofcuﬂ
and other commodities that are predominantly rail-served or that originate or terminate at points
exclusively served by a single railroad. These benefits are directly attributable to the
de-regulatory reforms that have been implemented since the Staggers Act.

IL  CSXT Faces Intease Competiiive Constraints For Virtually All Categories of
~ Rail Freight Traffic. |

Reglﬂaﬁmofmﬁernus,savicemdmthg'pucﬁcaqnbejusﬁﬁedonlywhm,
necessary to prevent anti-competitive abuses. It is therefore entirely appropriate for the Board to
seek comments on the current degree and effectiveness of competition in the rail industry in
connection with consideration of possible changes in the existing scheme of rail regulation. Asa !
.rﬁkoadnnﬂunngoﬁkztvanutoasnneﬁwlknndﬂmncompamum|sﬂounﬂmngu1ﬂn|:ﬂ
mmuuynxhy CSXTﬁnzsﬁameommpumwepnssntgﬁmmavnmayofumnxsﬁxvumdh
every category of freight traffic we handle - including traffic that originates or tervninates at
points served by only one railroad.  This competition has become ever more intense in recent
years, particularly as CSXT and other railroads become more efficient and as increasing
competitiveness in the global economy forces our shippers to reduce their costs, including
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It remains true, however, that much of the freight traffic that is handied by CSXT
(and other railroads) originates or terminates at points that are exclusively served by only one
railroad. Shippers at such locations often fike to characterize themselves as “captive,” a pejorative
dewmmmMWMMMwmpdﬁvememm
the serving railroad is free to extract monopoly profits unless restrained by regulation. But this is
not the case for the vast majority of them. mwuwﬁmmmmwﬁmm
discussed, that railroad rates have fallen significantly in real terms since the Staggers Act for all
- categories of freight traffic, including such supposedly "captive" traffic as.coal.
' . Are shippers always "happy” with the prices they are able to negotiate with the
railroads? Of course not. Virtually every purchaser of goods or services (including CSXT)
would like to get a better deal than what they have from their suppliers. But if the question is
whether railroad prices sre market-based and driven by competition, I submit that they are.

As 1 explain below, with illustrative examples of traffic that we have gained or
retained with rate and service concessions to shippers or lost outright to other carriers or modes,
the sources of competitive constraints are numerous and their effects are real, substantial and
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A. Modal Compeﬁtion

I-‘orvirmﬁya!loftheﬁ:i@nmﬁicwehandle,indudingbxﬂkcomnmdiﬁs»mchas
mmmm&cmﬁmmmﬁﬁou&mmckgmewmor
bdts,dtherﬂoneorh)wmbimﬁouvﬁihnﬂmovemunsbyomofougmﬂmadwmpeﬁtor& For
example, a solely served rail facility can frequently obtain short-baul truck service from a nearby

transload facility served by a CSXT rail competitor or by barge. We are constantly pricing our -
rail services, on new and existing movements, to meet the increasingly competitive inroads by

Trucks are ubiquitous. They operate everywhere and, by virtue of their mobility
and use of the public highway system, are able to reach all of the origination and termination
points railroads serve and many that we do not. Motor carriers also enjoy inherent advantages in
transit times and service reliability. With changes in truck technology, development of the
interstate highway system and increases in the allowed highway weights, trucks have made
significant inroads on our traffic, particularly for previously rail-dependent traffic such as coal and
other long-haul traffic. Indeed, truck coal ﬁﬁd& a good example of the increased competition
we face from motor carriers. |

fmwmﬁmmwmmmmmm. As
recently as ten years ago, coal trucks were limited to 80,000 pounds maximum gross weight. This

limited their size to that of a typical "dump truck * Coal trucking was economical only for
relatively short distances of 30 to S0 miles.
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Today, all that is changing. In many areas of the Appalachian coal fields, trucks
opera;ingatIS0,000pmmdsphxsmuﬁndyplythdrwayovermelﬁghmys,hmmmghalfaraﬂ
car's load of coal on eighteen wheels. These trucks bear little resemblance to the smaller dump
truck whiich most people think of when they think of trucking bulk commodities. Rather, they are
40 to 50 feet long and closer to the size of a typical tractor-trailer combination.

These changes in truck transportation of coal were made possible in large part by
massive highway expansion and improvement programs, primarily in Eastern Kentucky and West
Virginia. Main coal hauling arteries were expanded to four lanes and grades were significantly
reduced. Secondary, or *feeder” routes were improved into hard surface, all-weather roads. All
of this was done at great expense to the federal and state taxpayer. ‘

. Barges present a similarly effective and widespread constraint on CSXT's rates and
services for solely served rail shippers. Barges are paticularly effective in serving bulk
commodities (such as coal, grain, chemicals and stee! parts) that originate or terminate at points
along or near the inland waterways. CSXT's rail service competes directly with coal barged from
Appahchinmineoﬁgfns(oﬁmmwkedﬁomﬂnmhwﬁppletoabugehadingﬁdmymh
tiver) to power plants in the Southeast and Midwest, and with coal bound for export through the
Guif Coast ports. The same is true for substantial volumes of grain and other traffic.

Motor carriers compete very effectively with CSXT in movements from the coal
ﬁddsmﬂnBisSuﬂY.meh,mdmﬁoRivusforwwgemovm'ms‘ﬁm
M‘szonimmmofwﬁmstoCSXIevuyyw. Trucking has become a
major factor, both for direct rail competition and as an adjunct to rail-rail competition. The total
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annual market to the three rivers is approximately 108 million tons. CSXT's share of the total
river coal market is relatively small, only about 21 percent.

Asamaﬁéf&hpn&ﬂummaﬁmgCSXTkﬂMemannaamhuﬁnﬁdgn
traffic only by offering shippers competitive rate and scrvice packages. Here are a few examples
of particular traffic movements in which CSXT faced direct competition from other modes, often
in tandem with competing railroads for a portion of the haul, and in which CSXT was forced to
make competitive concessions to attract or retain tie traffic or, despite our best efforts, lost out to
competing carriers. Many of these examples also ilustrate the poiat I previously made about the
impommofnﬂmspmuﬁonwn&mmdthememdmxﬁngﬁeedomswemjoymdaﬁn

e Alarge chemical manufacturer recently began to switch the previously all-
rail (CSXT) shipments of one of its products to barge. CSXT responded with new lower contract
rates and retained the business.

e That same chemical manufacturer also switched previously CSXT rail

direct shipmerits of caustic soda to bargetruck and barge/short haul rail. As to these shipments
CSXT has cither lost the business or been reduced to only a short haul.

Most paper mills derved by CSXT are deliberately sited at locations with
dhu:suvkzihuhnlﬂﬁﬂenﬂLwum:amdnxndrcuﬁmn& Asa;n:cﬁcﬂlnnmx most such plants
tueaﬂﬂmeeuuxksu:cuupunvtnousgnuhsoquur nnhmgﬂnsuxﬁkxnumsdyummpanwe
mﬁrmmwmcmmmmmmmM

. Sevumlycusago,umvuweswxeuﬁﬂnldmphcmgcnmr1uﬁmnnuxucf
umﬂatVizhilewmfsldt!kunnphutﬁunmuuckandcnannrbdtddhn:ytoanqaﬂsenﬁu: .
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Abmnaywla;u”,theshipperreplaoedcsxrrailsuﬁcewithuuclgco&dspite‘ouraggressive
efforts to retain this movement through rate concessions. /

. Massey Coal used to truck several million tons of coal per year from its
Route 3 mining facility to the Kanawha River for transloading into barges. By offering
aggressively competitive rates, CSXT was successful in attracting this traffic to 2 CSXT/barge
routing via Huntington area river terminals.

. PﬂbodyCoﬂhﬁkenﬂconveybrbdtsbaweenHuﬁsdeoppm
and between Harris and Rocklick, all in West Virginia, to enable it to bypass CSXT tail service.
The conveyors move coal to Norfolk Southern loadouts, thus introducing direct rail competition
for this origin despite the fact that it was exclusively served by rail by CSXT. The result is a loss
to CSXT of more than two million tons of coal per year, which we can win back only by offering
competitive rate and service packages.

These examples could be multiplied many times over, but they serve to illustrate
the basic point that — even for heavy-load, long-haul bulk commodities — modal competition is an
effective competitive constraint on CSXT's rates at so-called "captive” shipper facilities. |

B.  Rsil Line "Build-Outs"

Amnlgndﬁnmmdeonsumﬁonofmwnﬂhabyuﬁliﬁauﬂothslﬁgl;-
volume rail shippers is also becoming a more and more frequent competitive factor in CSXT's rate
negotistions. Even 2 casual look at the CSXT system map shows that our rail lines are often
located close to those of our rail competitors. This is a direct result of the historic development
of rail in the eastern balf of the United States. |
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Recently a major chemical company served only by CSXT threatened to build out
to Norfolk Southern or alternatively to construct a pipeline to a nearby connection. In the face of
this competition, CSXT entered into a long term rail transportation contract with the shipper on
ﬁwunﬂemmmﬁxnmwmmmoﬁnomhxmddmnmaknﬁﬁa

Inhml%ﬁ,Ahhmanm:ummkndaummuhmﬁnmhshﬁmnthnau
Bhnﬁghm;ALtoBudhgmnhhmhunSumaF&ﬂMﬂHD.TﬁsﬂunknowsuwﬂbyBNSF
and CSXT. |

In early 1997, Savannah Electric, completed a two-mile build-out to NS near
Rknm;GAumdBnmwsuwﬂbyumhcsxrummm.’

C. Geographic/Source Competition

. Geographic or source competition exerts a significant constraining effect on
railroad rates and services for a wide variety of commodities we carry, including traffic at solely
served ail locations. A facility exclusively served by rail by CSXT often is able to secure
competitive rates as a result of its ability to substitute products from origins not served by CSXT
and transported by other carriers. mmhmforwldymoﬁmmﬁnmmn
Mptodncttopltenhﬁve_d@ﬁmﬁom. Frequently, this source competition works in tandem
wnheompemgnilmldsorodwrmodu. Let me recite just a few examples:
alternative quarry sites served by other carriers to distribution centers such as Savannah, Georgia.
Through the effciencies afforded by unit train ecopomics, CSXT has been successful in retaining
hmh'wmwthkfmmofwmpeﬁﬁonism

-16-




. During 1997, CSXTinausedits share of coal traffic moving to Ncw’
England Power's generating faciities, directly displacing imported col from Venezuela CSXT's
contract service involves rail movements to Baltimore, for transloading to vessel and coastwise
movement to the power plant.

. CSXT recently successfully bid on the movement of coal to Detroit
Edison'sSt.Clairpqwerplant, which previously received Powder River Basin coal delivered by
wmnnilarriersinconjmcﬁonwithamddivay. CSXTdisplaeedtlﬁsmovememwith
Appalachian coal handled on an all-rail basis from CSXT-served mine origins.

Amtherformofmeecompeﬁﬁonoéminsiumﬁonshwbichthemstomersof
ourwstcmahaveachoiceofmppﬁus. Ifmrmﬁornﬁonmeisasig:ﬁﬁamdananofour
Wsmmmmwmwmmmformmmmom
customer to lose business and hence can adversely affect us as well. An example may be

CSXT has a raw materials processing customer which is located in Alabama and
which ships much of its product via CSXT to manufacturing plants in South Carolina. Recently a
competitor of our customer announced plans to build a processing plant in South Carolina, close
m&euﬂmof&emwmmgmwﬁahofwﬁchmmbemgnhby
vessel. By avoiding the rail move, the customer's competitor sought to lower its price and capture
the South Carolina market. Had CSXT and its customer not responded, both of us would have
lost business. Partnering with our customer, we were able to reduce the delivered price of the
product to a level that was acceptable to our customer’s customers and was sufficient to retain the
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Product Competition

Tbgahilitjofashippcrorreedvertﬁ substitute different products, transported by

the same or a different carrier or carriers, glsoexmssigniﬁamconsu-ainnonmﬂmadmes. The
mstobﬁwslﬁndofmdxmmbsﬁuﬁonwmpeﬁﬁonhvohsshipﬁaswhohawswhchedm, or
thmemnedtoswitchto,ahumﬂveﬁ:dsomasammofmﬁnglw«agemomwﬂ
rates. Examples include the following:

. Michigan State University, located at Lacsing, Michigan and served by
CSXT, can switch its generating plants from coal to natural gas (not transported by CSXT), and

does so when delivered gas prices are sufficiently low. CSXT's coal transportation rates must be
competitive with this altemative product.

. Several other CSXT-served shippers (Coats and Clark at Albany, Georgia,
GiﬁsAkFormeaRomgNewYmhmdsev&danomoﬁvemamﬁmningphmﬁnhe
Dmhnu)hwwhchedthdrﬁ:dmﬁomcodmmmﬂﬁnghalossofnﬂmﬁm
for CSXT.

MOrdemmhorerpandnﬂmﬁcvo&mforshipperswmhpmdxmopﬁons,
CSXTMOE&WMMWMMWW&MqMWMu
served by rail only by CSXT.

E. Multi-Plant Leverage

Many of CSXT's rail shippers, including some of the largest, are able to exert
effective leverage over the railroad in negotiating reasonable rates and service as a result of their

-18-

135




ability to shift output among different plants served by different carriers. If CSXT does not or
carnot provide competitive rate and service packages to suct; shippers, they can reduce the output
(and thus the traffic they transport via CSXT) at the CSXT-served facility and expand output at
other facilities served by different carriers. Shippers with multiple plants frequently threaten us
with such traffic losses, and it is a credibie threat we take very sericusly.

' k For example, CSXT handles large volumes of traffic for the domestic automobile
manufacturers, most of which operate multiple factories located on the lines of different rail
carriers. These large and sophisticated shippers use their ability to control traffic volumes at
mulitiple plants to secure competitive rates and services from the railroads.

Utility coal shippers are among the most active exponents of this type of multi-
plant leveraging. CSXT serves a large number of electric utilities throughout the Midwest and
Southeast regions of the country, and many (if not most) of these utilities own or operate multiple
generating plants that are served by different rail carriers, or by trucks and barges, or plants that
muwmﬁveﬁus(mdmmdwplm)mmmme‘nnmw

Many of these utilities frequently tell us in negotiations that if CSXT cannot offer
competitive rates to 2 plant that we exclusively serve by rail, the utility will shift electricity
generation to plants served by other carriers, with the result that the utility will reduce coal
consumption and coal shipments via CSXT. Indeed, most electric utilities "dispatch” their internal
sources of power generation on the basis of relative marginal cost. Because the cost of coal
 transportation is a major component of a utility's marginal operating expenses, CSXT (and other
carriers) must keep their rates competitive in order to maintain and maximize the level of the
"bum” at a CSXT-served plant. As a result of these economic "dispatch” factors, CSXT has
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made a number of rate concessions to shippers to maintain output (and thus coal traffic volume)
at CSXT-served plants.

F. Plant Siting

Aﬁnﬂsouroeefoompeﬁﬁvelevmgethnmaﬁyshippersmjojistheoonudover
plant siting. ththeadvaneﬁprivadymgoﬁaxedmnsﬁomﬁonconms,sﬁppasm
empowered to use their ability to locate their facilities on the lines of different rail carriers or other
modes as 8 means of securing reasonable rate and service terms. This leverage is enjoyed by a
wide variety of shippers, but-I-will mention only two examples.

. Prior to the late 1980's, chicken processing was performed larzely in the
Midwest, close to the sources of feed stock. During the late 1980's, chicken processors desiring
to;'dowethdropuaﬁonsmtheSqnhmnkeadwmgeofthemomﬁvombledinmemd
cheaper labor began to work with CSXT to put together rail contract packages that would make
economic sense for both sides. This culminated in a series of long term transportation contracts
for grain movements intosthie South to serve newly relocated poultry processing plants. The
freedom we enjoyed o negotiate private contracts without regulatory interference were a primary
factor in this major shift | |

e Steel mini-mills are a fairly recent phenomenon that, over the last several
years, have come to capture nearly half of the steel production market. Most (if not all) of these
mini-mills are "greenfield” operations, and thus are very careful about siting decisions. Asa
routine matter, firms developing such facilities seek — as a condition to locating on a particular
railroad's fines — competitive service from two independent railroads (through trackage rights,
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switching or similar arrangements), and often locate near highways and/or waterways in order to

maximize their competmve transportation options. Examples include: (1) Gallatin Steel at
Caroliton, Kentucky (served by CSXT, but with hauhgc on behalf of Conrail over Cincinnati and
Norfolk Southern over Louisville, and also served by water); (2) Nucor at Berkley, South
Carolina (served by CSXT, ’but with haulage on behalf of Norfo]k Southern); (3) Trico at
Decatur, Alabama (served by Norfolk Southern, but with haulage ;)n behalf of CSXT); and
| (4) Steel Dynamics at Butler, Indiana (served by Norfolk Southern, but with a reciprocal switch
arrangement in favor of CSXT). These joint service arrangements were brought about through
competitively-induced (not government mandated) circumstances and have been made workable

by negotiation among the parties involved.

The point of the preceding discussion has been to show that railroads (including
CSXD&cedfectiveeompeﬁtionﬁ-omaﬁxiuyofmmforvimnﬂyaﬂoftheﬁ'eighttnﬁc
they carry. Evmso-nﬂed'apﬁvé‘shippﬂs,wbommedbyonlypncmi}mier,enjoy
vaﬁmsfomuofeﬂ'ecﬁwemﬁpeﬁﬁvelwmgehnegoﬁaﬁngmmﬁerﬂu:ﬁdm I
would not for 2 moment pretend that there are no shippers that lack effective competitive
alternatives. For that reason, the existing regulatory system, which has served the rail industry
and shipping public so well, provides a remedy for shippers who face excessive rail rates as a
mhofahekofeﬁac&vewmpaiﬁnahamﬁm—amedyﬂm,lﬁndumniamﬂhwﬁd
of primarily coal shippers have invoked successfully in recent years. But the need for sucha
rmdykvuyﬁmimd,uevﬂmedbytheﬁa&fewmdmmmewmphMMembem
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filed with the Board and the ICC. The vast preponderance of rail freight traffic is unquestionably

subject to intense and effective competition.

I Railroad Mergers and Consolidations Have Increased Competition and
Benefited Shippers. ‘

Various shipper interests which have proposed radical re-regulation of the rail
industry frequently argue that recent railroad mergers and consolidations, by reducing the number -
of major rail carriers, have extinguished genuine rail competition. And it is claimed that the
imposition of intrusive new forms of regulation — including "bottleneck” rate regulations and
mandated trackage rights and other forms of forced access to solely served facilities — is
somehow necessary to restore the competition that has been lost as a result of these transactions.
This argument has become so prevalent among shipper representatives with whom I deal that it
can fairly be characterized as the basic mantra of the advocates of re-regulation.

This kind of argument may make for easily digestible sound bites, but it is
fundamentally flawed. Consolidation of the Nazion's railroads and rationalization of the network
have been going on more or less continuously since at least World War I. The pace of railroad
mqgusandcomﬁdaﬁom&nhgﬂnpoﬁ&hgg«smisdmplyﬂnbgiulmngmwmamis
process. Most of the recent large rail consolidations — including our proposed joint acquisition
wiﬁnNoﬁokSmﬂhanofComﬁl—Mhmlvedlngdymdesacﬁmmmﬁeﬁf
any) reductions in the mumber of railroads that directly serve particular shippess. And, when these
transactions have involved consolidation of parallel fines and loss of direct rail competition at
mm“wmﬁwmmmmmmmmmm '
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care to impose conditions (often proposed, as in the UP/SP and proposed Conrail transactions, by

* the applicant carriers themselves) to preserve pre-existing competition, such as through the grant
6ftraskagerightstoanothcrcanier. In the Santa Fe/Southern Pacific case, the ICC actually
denied the proposed consolidation outright because of adverse effects on direct rail competition
between the two applicant wners Inno recent‘railmergeru-ansaction approved by the agéncy
has there been any significant loss of direct rail competition. | |
The more important point, however, is that recent rail consolidation transactions
hgvebeeusumglymg-compeﬁﬁve, and nothing less than a boon for shippers. These transactions
(including the Chessie/Seaboard merger that created the CSXT system) have enabled railroads to
become more‘eﬁciun,impmve‘savioe, reduce costs and compete more effectively with other
railroads and, importantly, with other transportation modes. In a very real sense, rationalization
of the Nation's rail network through recent rail consolidation transactions has enabled the industry
to take full advantage of the ratemaking and routing freedoms of the post-Staggers period. As1
have previously stated in other forums, de-regulation and consolidation have been the twin
engines powering the industry’s growth by allowing us to offer shippers better economics to eamn
more of their shipment volume. ’
Recent rail consolidations (including the proposed Conrail transaction) benefit
shippers in many ways. Perhaps foremost among them is the creation of expanded single-line rail
service. End-to-end consolidations of the kind we have witnessed in the rail industry over the
past two decades have increased opportunities for longer single-line hauls, thereby eliminating
3 number of well known advantages over interline service, including:
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. Reduced Transit Times

. Increased Reliability of On-Time Delivery

. Improved Safety and Reduction in Loss and Damage

. Improved Equipment Utilization

The rail consolidations that have created the existing rail systems (including
CSXT) also made possible the practice of consolidating traffic on high-density routes, thereby
achieving lower unit costs and justifying substantial infrastructure investment in high-capacity
lines. This has enabled the railroads to eliminate redundant or unnecessary lines, classification
yards and other costly facilities, or to transfer them to short-line operators better able to operate
such low-margin assets profitably. ‘l‘l@bottomlineisthatCSXl‘(likeoth«rgikoadsthmhwe
been involved in consolidation transactions) has succeeded in substantially reducing its costs of
service and rate levels for shippers while at the same time increasing capital investment and
improving its cverall financial resuits. Railroad consolidations have played an enormous role in

making these service improvements and rate teduchons possible.-

IV.  The Rail Industry Critically Needs Adequate Sources of Capital For
Investmeat in Existing 2nd Expanded Capacity.

_The final point I want to make is in the nature of a plea. AstheBouﬂ’isaware,
nailroading is an extremely capital intensive industry. In reliance on the de-regulatory reforms of
Staggers, and the promise that railroads will be allowed (if market conditions permit) to earn
adequate revenues generating a competitive cost of capital rate of return, CSXT and other
mﬁsmwm,mwammtomkemﬂminmh
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investment in needed plammequipm@, (Mr. Ward describes those investments in his separate
statement.) Although we have made great strides toward the goal of revenue adequacy, CSXT
still is not eaming its cost of capital as‘musured by the Board.

‘We have been able to attract the necessary capital to invest in maintenance and
modemization of our rail infrastructure only because investors believe we are moving in the right
direction. Iam deeply concerned that, if Congress or the Board were to izapose new and onerous
regulatory burdens of the kind some shippers have proposed (the sole objsctive and unavoidable
effect of which is to reduce railroad rates and revenues), our ability to attract capital will be
eroded, with devastating consequences for the industry and, ultimately, the shipping public.

Ifmmmtaﬂowedwgenaamthecompeﬁdvemne;ssarymm
additional capital, railroads will not be the only losers. The entire U.S. economy will pay the
price. As the recent service disruptions on the UP/SP system alarmingly suggest, capacity and
hﬁ'muaumﬁqﬁuﬁmsonevmasmﬂpoxﬁmofthenﬂmorkmhavemasﬁwidm
repercussions rippling throughout the economy. Increasingly, the rail freight network is the artery
‘ ofdonmiﬁccbﬁﬁnabghdudingtheproducﬁonofgoodsthaweseﬂovm. And capital
investment s the ifeblood of the il industry. We will nesd more, not les, investment i this

indumyifwehetdmmeshipphgpubﬁc'sdumndsfornfe,eﬁdmwrdhbk
mspomonsemue. R&reg;ﬂxﬁonofﬂunﬂmdswiﬂnmaﬂowthisiohappuumdfonhat
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COUNTY OF DUVAL

STATE OF FLORIDA )

JOHN Q. ANDERSON, being duly sworn, deposes and states that he has read the
. foregomgstatemem, knows the contents thereof, and that the same are true and correct to the
best of his knowledge, information and belief.

QW

John Q. Anderson

Subscribed and Sworn to Before Me
This«20 7/ Day of March, 1998.
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Notary Public
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‘ BEFORE THE
SURFACE TRANSPORTATION BOARD

- 7 STB Ex Parte No. 575

REVIEW OF RAIL ACCESS AND COMPETITION ISSUES

VERIFIED STATEMENT .
OF
MICHAEL J. WARD

My name is Michael J. Ward. IamExeanive\ﬁocPreddeWforCSX
Transportation, Inc. (CSXT). -In this position, I am responsible for the railroad's accounting,
budgeting, cash management, auditing and capital budgeting; asweﬂasﬁxmcialrepbnhg,
planning and analysis. During my 20-year career with CSXT and its predecessor companes, I
have held numerous positions in Finance, Operations and Marketing, including Vice President
Coal Marketing and General Manager - C&O Business Unit.

In this verified statement, I will discuss the financial performance of CSXT and its
predecessor lines under the post-Staggers Act regulatory regime and the immense capital
investment the company has been able to make in rail facilities and equipment as a result of our
improved financial performance. Since 1981, CSXT has invested over $8.9 billion in capital
improvements (not including repair and maintenance expense) to right-of-way ($5.7 billion) and
rolling stock ($3.2 billion), even as its revenue per ton-mile has dropped by SO percent on an
infiation-adjusted basis. . This high level of investment has been made possible by the financial
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investment is expected to shrink the network’s total operating time by over 110,000 train-hours
- per year, reducing line-of-road congestion and improving service reliability.
We intend to increase total track and structures expenditures to $464 million in 1998 — up

from $390 million in 1997,

CONCLUSION

The de-regulatory freedoms of the Staggers Act, as implemented by the Interstae
Commerce Commission and now the Surface Transportation Board have unquestionably been a
' success. CSXT's financial performance in the era of de-regulation has been part of that success
story. Wghavepouredbiﬂionsofdoﬁmbackimooursystmtothebmzﬁtofomwstom
while freight rates have fallen.

Onr plans for the future depend on continued strong financial performance. There is no
justiﬁuﬁontore-regﬂnethehdustry.
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Routing flexibility was also an important part of the Staggers Act regulatory freedom, As
CSXT emphasized single-line service in preference to inefficient and often circuitous multi-carrier
routes, we were able to route traffic more efficiently. We consolidated traffic, thus increasing
density and reducing costs, while at the same time delivering better service to our customers.

Finally, with the stimuhus of rate freedoms, our efforts to reduce costs, and the knowledge

that regulation would not punish us for increasing efficiencies, we were abie to increase our
capital expenditures. Today, we see a true renaissance in the rail industry as more traffic is
returning to the rail system.

CSXP:ﬁnancialperfomaneespuksforitsdﬂ Ahm&myﬁm&dhﬁmorhs
trended in a positive direction. -

mmmmrmmmmmrcmm&smmmu
price. CSXT freight revenue per revenue ton-mile on an inflation-adjusted basis has fallen 50
percent since 1931. This is a direct consequence of deregulation. The freedom to compete
brought the discipline of the marketplace, and that discipline is refiected in the downward trend in
CSXl"spticu. The marked decline in price levels demonstrates that CSXT is in intense
competition with other railroads and with other modes of transportation. _

Our most competitive traffic, even at reduced prices, has benefited both CSXT and other
shippers ~ including those who characterize themselves as "captive”. This traffic covers the
incremental cost of providing the service and makes a contribution to the total fixed cost of the
network, including maintenance and capital investment. |

-3-
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Although CSXT is not yet earning its cost of capital on a long-run (or even a short-run)
" basis — even on historic costs — it has, nonetheless, made marked improvements in operating
income.! Operating income has grown steadily since the early 1980s.

CSXT Operating Income Before Special Charges
$1000

Miltions
5

§

$0

Csxrsm-ywmge‘mxgnmequity(vﬁmom;peddchngu)msbew9.4m’

! - Over the Joog term, if CSXT is to remain a viable company, it must eam a return on investment at least
equal to its cost of capital on a replacement basis.

* In 1988, 1991 and 1992, large special charges were taken when CSXT negotiated long-term cost
savings arrangements with key labor unioos. With those special charges, CSXT's ten-year average return
on equity was only 5.9 percent. Those special charges reflect actual cash outlays and should certainly be
Mnemn&uhpwnydhbm hmmmmmucmu
mmpolypnﬂ:.
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Returs on quity
Excluding Specizl Charges
140%

12.0%

100%

8.0%

60%
40%

20%

00%

Onébfthckeymofﬁmndalpafcrmminﬁwnmspomﬁonhduﬁryis
opentingnﬁb.‘CSXIhuredueeditsopemingnﬁo&om91.3peteentinl981;081.1percent

in 19962

3 Here, a3 in numerous places throughout this verified statement, I use CSXT's R-1 report data for the
Msmmmwmm Themmk—ldmuﬁrﬂnyaralbd
Deeanber3l, 1996
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Returs on Equity
Excluding Special Charges
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One of the key measures of financial performance in the transportation industry is
operating ratio. CSXT has reduced its operating ratio from 91.3 percent in 1981 to 81.1 percent
in 19962

3 Here, as in numerous places throughout this verified statement, I use CSXT's R-1 report data for the
Board's convenicace in comparing to other railroads. The most recent R-1 data is for the year ended
December 31,1996, - »

-5




.

Operating Ratios

110%

100%

90%

80%

70% Lt 1 L \ 1 ] 1 1 | 1 1 ! A 1 | !

PET DM 1M 19 IS IR 1T 1N ISP 19 I 1992 1993 1M IMS 1996

o« Operating Ratio (Inciuding Special Charge) gy Operating Ratio (Excluding Special Charge)

We will continue our concentrated focus on all the factors that affect the operating ratio
with the goal of driving it lower still

The following chart demonstrates very effectively the bottom line for CSXT and its
shippers since the Staggers Act. CSXT's prices have fallen since deregulation - almost in parallel
with the cost reductions we have made. |
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Revenue and Expense per RIM
(Ia 1996 Dollars)

70

Cents

20 1 LS| 1 1 [ 1 1 1 b ] 1 1 1 M H 1

IR 19 198 39 IS HEE INT MR 390 1NN 1M I 190 19N 1995 1M

we Operating Revenue por Revenne Ton-Mile (Inflation Adjusted)
" we Oporsting Expense per Revenue Ton-Mile (Inflstion Adjusted)

- As we have squeezed the inefficiencies out of the system, we have passed the savings on
toourcustomm Indoingthagwehlvebemablcmnmnewmﬁ&tothenﬂmad, much of

it through improvements in service in addition to lower prices.

(e.g.,intermo&l)hg:beenlmmginmm but it eomribmutotbeﬁxed cost of running
qur railroad network. All of it has contributed to improved eamings.,




CSXT has reinvested its increa.«] earnings back into rail plant and facilities. Our capital

" investment, while it has fluctuated from year to year, has trended upward. - Railroading is a capital
intensive industry. Since 1981 CSXT has invested a total of $5.7 billion in its fixed physical plant,

ie., right of way and structures. Maintenance expenses over the same period exceeded $8.3

billion.

. Total Capital and Muintenance

1 of Way and Structures Expense

1981 through 1996

‘ Track (capital) $ 5.7 Billion
Track (expense) : $ 8.3 Billior
Total way and structures ’ $ 14.0 Billion

As | explain with examples later, our income from rail operations has been used to

improve our railroad, to the benefit of rail shippers.

S dei in rail saf
wmmaﬁﬁmMmawﬂMmmaﬁm&wwdmthhdpd
CSXkaequnmmsuiduinhnpmvingﬂw:afayofitsopunﬁommditsemploym.
Investing heavily in track and equipment maintenance has helped us bring down train accidents
from .67 per million train miles in 1981 t0 2.25 per million train miles in 1996. We still need to
nulne’ﬁudmimprovmn,butweatepmudofwhnwehmmmpﬁsheddmﬁr.




CSX Transportation
Operating Income and Accidents per Million Train Miles

- $1000 " 1000
g.
= 3800 |- ~ 800
2
E $600 ~ -4 600
8
£ $400 - - 400
g \--.‘ '
’g $200 }- “wawr*?® =200
8' $0 L3 1 1 1 1 L 1 1 i 1 11 | 1 000
' lmncmmxnﬁ-mmu-mmxmmmmms
am Op. Income e « Accidents
Loss and Damage

‘ Otx,dmmhmiemﬂwbuwﬁtofwimpmvminﬁwnetworkmdhw
opeaﬁoﬁ;‘rq:mmpk,wemhmdlhgmonﬁeightwhhlasdmgethmmbdom Loss
and damage as a ratio per $100 of freight revenue is down from 34 cents in 1986 to 19 cents in

1997, for a cumulative percentage reduction of 44.1%

Shippers aie no longer willing to accept that a certain amount of damage occurs when
they ship by rail. By driving down damage to our customers' goods through investing money
back into our infrastructure, we have encouraged many of those who are most service sensitive o
come back to the rails from truck. "
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R ive Capital Proj

Our ability to fund major capital improvements has made a material difference in the
quality of our railroad's pﬁysial plant. Generally speaking, CSXT funds investment in track
structure and repairs to cars and locomotives from earnings. In our efforts to reduce cur debt to
equity ratio, we have tended not to borrow more than is truly necessary. This means that we have
substantial, but still limited, capital budgets. Nonctheless, in addition to keeping up our network,
CSXT has been able to engage in mumerous major capital programs. Here are just a few
examples:

The J. T. Collinson bridge over Escambia Bay

Thistwo-milelongbridgespanstheEsumbiiBayqumcoh,FL. The concrete and
steel bridge is a key part of CSXT's route from Jacksonville to New Orleans — a major East-West
gateway — and was built at a cost of $24 million in 1986-7.

Ohio River subdivision upgrade

In 1994-5 CSXT performed a complete rehabilitation of this subdivision including rail,
ties, and roadbed stabilization to accommodate increased tonnage at 2 cost of $25 million.

Loeomoﬁve;

From 1989 to 1998, including units now under contract, CSXT"s purchase of new‘
locomw&vawmtotalMSunits,nltotalcost 0f$1_.2billiou. CSXTlnsannﬂﬁ-ywconuact‘
with General Electric to acquire $500 million worth of locomotives, inchuding the first 6,000
horsepower units to enter service in this country. These upgraded units will enhance train
 performance, replace retiring older units which are more susceptible to breakdown, and give
CSXT's operations personnel more flexibility.

-10-~
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Autpmatic Equipment Identification
CSXT's investment in this nationwide program to equip every freight car and locomotive
" with electronic transponders to enable remote identification of units together with the cost of

sutomatic tag readers and connections to our mainframe computer, totaled $24 million from
1992-5. In addition to many other advantages, this technology enables us to provide mere
reliable shxpmetn tracking information to our customers. k

Atianta, northward

In 1996, CSXT spent $6.5 million to double track nine miles oi;lineonthemmmnonh
of Atlanta to increase capacity over this key North-South route.

Dispatching Center

From 1988-90, we invested over $29 million to consolidate all train dispatching operations
in a state-of-the-art Operations Center at Jacksonville, FL. .

Data Systems Technology

kaumeadymgesofamulﬁ-yweﬁontowuﬂym-wginwaﬂofourwstom

] : ,Wmdows-ﬁﬁiéd‘w&wmthﬂwiﬂcémplﬂdymmpmmordmg,bmofhdhg
:' - | mnnhiiﬁon;phﬁtnﬁtcbingdirecﬁons,wmdng.pﬁoermimac. At first, many of these
mncdmwﬂibe‘moﬂybymmmmcenprmmﬁvunmmmmee

cente:inhchdnvine. Ultimately, customers will be able to access these services via the Internet.
Our current systems require fairly extensive familiarity with alpha-numeric codes to operate.
These new systems will incorporate plain English instructions and "icons” in a graphical user

-11-




interface and will be much more user-friendly. The total budget for this project, including Internet
aa:sgisownSZGnﬁmom‘

Comniunications

Ihcﬂﬁmytqcomnmdunewhhuﬁmcnmmisuhkﬂjfwemmioadmwcourumﬁﬁmm
service goals. Between 1988 and 1990, we spent $9 milion to replace radio base stations and
locomotive radios so that they would be compatible with the new Dispatch Center. From 1988 to
1994,mmslzmonmmdmwmmmgcfmmmm
between 20 and 25 miles.

Ongoing replenichment of basic capital assets

Since 1980, CSXT has laid 47 million crossties and 24,000 miles of rail. Since 1980,
CSXT has acquired 8,198 new auto racks to serve the auto industry at a cost of over a quarter of
a billion dollars. Since 1%9,mmeﬂMpw program has enabled us to purchase or
rebuild over 16,000 coal cars. InthehsttwoyurﬁwehaveinvststBOmillioninﬁ'dghtm%o
haul minerals.

(hnvﬂmmmusuﬂaﬁmyunmmzﬂmn&whﬂhwammmahmmbamngdmmnmm
‘aqnzmﬁbﬁthuthenndanpkmevwnﬂdcom&nﬁtoammwusu:anupn& We have relied on the
rate and route freedoms granted to us under the Staggers Act, including the critical, and
successful, differential pricing policies endorsed by Congress, the ICC and the courts. We are
opthxﬁsﬁcthat'ifwearepu'nﬁttedtoeonﬁnuetohnplmmthmﬁ'eedmnswemmovecsxr
to even higher levels of performance. Continued strong earnings with the ability to reinvest in the
' network and to obtain capital is critical to this process. Re-regulation seriously threatens that

-12-

156




CSXT will make over $500 million in capital expenditures to take maximum advantage of

the commercial opporturnities of the Conrail control transaction, if the pending apphcanonxs
approved by the Board. These expenditures will be over and above CSXT's regular capital
program. '

Mauch of this investment is designed to position CSXT’s intermodal service to compete
effectively with motor carriers in critical east-west traffic lanes and particularly in the New York
to Chicago lane. For example, CSXT will construct a new intermodal facility at 59* Street in
Chicago at a cost of over $25 million. Additional capital will be used to expand Conrail’s
Collinwood Yard in Cleveland into a state-of-the-art intermodal hub. Another new intermodal
facility is planned for Greenwich Yard in Philadelphia, and intermodal facilities at Forest Park
(Chicago), Bedford Park (Chicago) and Little Ferry (NY/NJ) will be upgraded.

Topmvidemnws.wnmwithﬂwhighspudust-w&mmethatwewﬂlnwdto
compete with trucks and to remain competitive with Norfolk Southern, CSXT will spend over
$245 million to upgrade its route between Cleveland and Chicago, including double tracking the
former B&O main line from Greenwich, Ohio to Chicago and expanding and upgrading the
Willard, Ohio yard. We will make maximum use of the new routes available by constructing new
wmecﬁombumcsxr’spmuulkmandtheﬁnsofComaﬂwﬁd\wevﬁuopm.

By increasing theovuimddmnoeofﬂ;e?uginiaAveﬁxetmmdiﬁWaslﬁngtonma ‘
costof $ l9nﬁnfon,CSthmopenaservicemnefornunﬁlevdmﬁcthawiﬂmanew
rail lane for motor vehicle manufacturers parallel to 1-95 for the length of the entire East Coast.
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These investments are driven by market forces. They are essential if CSXT is to compete

effec. rely with Norfolk Southern and the motor carriers that dominate the inter-city freight

transportation market in the East.

Other Future Investment
| CSXT's other investment plans for the future are designed to enable us to make major
gains in service reliability. Nearly 8,000 miles of the CSXT system uses wooden poles (much like
telephone poles) to support the dispatcher code line, DC vital circuits and AC electrical circuits.
These, respectively, control switches; monitor the presence of trains; and provide power to
 grade crossing, signal and switch locations. In 1995, CSXT began an investment program that
dedicated $260 million over seven years to eliminating 7,000 miles of the poleline system. W
will replace dispatcher code line with radio code, replace DC poleline vital circuits with AC
electronic track circuits and replace AC electrical poleline with individuaiiy metered AC servic:s
at selected locations. | |
The old pole line system is woefully vulnerable to falling tree limbs in storms. A single
break in a wire can bring a main line to a near halt as all operations shift from efficient, remotely
controlled automatic biock signal operation to "dark territory”. We believe this new technology
Mﬂeﬁnﬁ:meahrgep«wmgeof‘signalﬁilumperyw.b
Mongﬁththisszmmﬂﬁoninmmmcsxrisdsokwaﬁngwnﬁlﬁonwmenm
four years to convert manmual, locally-controlied imeloeﬁngsimddeeﬁonieaﬂy—o;mued
interlockings, controlled from the dispatching center in Jacksonville. This $300 million

-14-
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investment is expected to shrink the network's total opemﬁngtimebyoverllb,ooom-hours”
per year, reducing fine-of-road congestion and improving service reliability.
We intend to increase total track and structures expenditures to $464 million in 1998 -- up

from $390 million in 1997.

CONCLUSION

Theé&reguhtoryﬁeedomoftheS&ggusAc@ashnplamedbytheknamm
Commerce Commission and now the Surface Transportatio:: Board have unquestionably been «
success. CSXT's financial performance in the era of de-regulation has been part of that success
story. Welnvepo&edbﬂlimofdoﬂusbukin;omsymtothebmeﬁtofmwmm
while freight rates have fallen.

Our plans for the future depend on continued strong financial performance. There is no
justification to re-regulate the industry.
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VERIFICATION

STATE OF FLORIDA )
‘ ) SS:
COUNTY OF DUVAL )
Michael J. Ward, being duly swom, deposes and says that he has read the foregoing
Statement, knows the contents thereof, and the same are true to the best of his knowledge,
information and belief.

SMyihed T waer

Michael J. Ward

STATE OF FLORIDA
COUNTY OF DUVAL

me this J 4 }%/day of 1998, by
Michael J. Ward, who is personally known to me and
who did take an oath.
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Verified Statement
of
James W. McClellan

My name is James W. McClellan. My position with Norfolk Southern Corporation (NS)
is Vice President - Strategic Planning. 1 have overall responsibility within NS for strategic and
wxporameplanning,magexsandacqmsiﬁons,andmanagememofthesizeaﬁdscopeofNS‘s
route network.

Qualificasi

I began my railroad career in the Marketing Department of Southern Railway Company
in 1962, and subsequently worked for the New York Central (and its successor, Penn Central) in
domestic and intenational marketing. 1 served with the Federal Railroad Administration in
policy and planning positions from late 1968 to mid-1971, when I joined Amtrak in a senior
marketing positicn. I returned to the Federal Railroad Administration in late 1573; the focus of
‘my job was the growing eastern railroad crisis. In late 1974 I joined the newly created U.S.
Railway Association where I was respousible for the planning of much of the eastern rail
network. 1 moved to the Association of American Railroads in 1976. In 1977 I returned to
SomhuanayasDirector-Co:puateDevelopmqn. IwasptomomdmAﬁmntie
dent - Corporate Development in 1991 and 1o my preseat position in 1993, |

' OfpﬁﬁéuhmbﬁwemdﬁsmyismyhodmponsiﬁlhyfmdeﬁnipgNS’s
route system. My encompass not just mergers and acquisitions but purchases,
mmmmofmmmwmmedfmm
ofpohc:smud,andnegommnswnh.mﬂ'ma.

xmwmmmmmumwmm NSslmsfacdmn
mﬂxwmmhods,mﬂummbuofregmmlmdshmﬁmmkoadsmdwnhm

mAmmmmmvmmmy




illnas-toomanyemployees,toomanypassengcruaihs-haséeencorrectcdintheU.S. I
would conclude that applying an experimental remedy to a patient who has already recovered,
just because European gowmunﬁntsthinkﬂxeranedy might benefit their patients, is not sound
policy. '
Conclusion

The railroad industry faces enormous challenges in the years to come: attracting capital
for capacity improvements; increasing revenues; and achieving the kind of service we have long
promised but in the past often failed to deliver. But there have been accomplishments,
particularly when Viewed from the perspective of twenty years zgo when I was in government. If

we are 10 build on these accomplishments, we must not discard the policies that made them
possible. '




for a road system, And almost from their beginning, raxlmads began to develop into networks.
As early as 1850, a student of the industry wrote:

A railway [is] like a vast machine, the wheels of which are all

connected with each other and whose movement requires a certain

barmony. [It] cannot be worked by 2 number of independent

agents. Hence, it followed, as a necessary consequence . . . that the

sompanies originally established for the construction of a road only
became in spite of themselves, the exclusive carriers on it.'

Even today, most rail systems in the world remain vertically integrated and almos all are
" network businesses. (Less developed countries, certain specialized heavy-haul and high-speed

passenger services are the exception.) Thus the original organizational model has endured for

over a century and a half in a variety of economic, political and cultural systems. There may bea -

message here. It is my conviction that railroads are organized the way they are for findamental

Most importantly, the efficient vehicle for rail operations is the train, not the railcar.
Withfcwe:cepuons,avulableuaﬁc1ssmedbememamuhimdeoforiginsanddstinaﬁons
fewofwhichever\genemcaminloadofmﬂicomanymnableﬁmeﬁme. Someone must
organize this traffic into trains to be moved to the next hub, where it is once again sorted into
uainﬁ. Traffic flows vary by day of the week and week of the year, so there is a constant tension
between the need to move individual shipments when offered and the economic need to
aecmnuhmmﬁcmoeﬁcaem“podlmonumt&
Atﬂnsmnmc,bmxseofnsh:gheostsmﬁasmmemustbemedefﬁmmﬂy Too
mmhmﬁmmemapmlmdmmhﬂmmhnkwdehysmdhgha

! Dionysius Lardner, Railway Economy: A Treatise on the New Art of Transport
(NewYork. Harper, 1850), pp. 421-22. .
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~ costs for operations and vehicles. A more robust infrastructure would allow higher speeds and/or

heavier loads, but it would cost a lot of money.
The proper balance of these factors — investment, maintenance and operations ~ is best
achieved through a centralized control structure, where the complicated tradeoffs can be made.

Operational decisions involving the number of trains to be run have to be made on a daily and
often hourly basis. Fragmented or committee decision-making is simply inefficient. A
“wmmmﬁandoomol”mmagemansmne‘eﬁmbwmmeithaspmvmoverﬁmewbemc
most effective.

Railroads, because of their technology, are not an egalitarian system. Customers must
adjust their individual needs to the needs of the overall system. 1, as a passenger, may want t
leave at 5:05. But some distant decision-maker has decided that to accommodate other
cummmmforrusonsof@stemeﬂicicncytheminwiﬂdemaﬁﬁo. Likewise, some other
decision-maker must balance the desires of each customer to pay the lowest possible rate'with
the requirement that the overall network take in enough money to pay for all the things needed to
keep the network functioning now and into the future.
Many of the conflicts among customers and between customers and carriers (and
" especially between smaller customers and carriers) can be traced to the simple fact that railroads
" run trains. mmmhm&mnﬁn(m&meyMewawﬁdlotm
ship at one time) and different customers have to share the same right of way. And someone has
to decide who shares which train; when the train is going to run; and who is going to share the

track and when. And then someone has to collect money from the customers and pay all the
bills. L is neither a simple system, nor given the economics of railroading, a “fair” system, if
“fairness” means treating everyone equally.

Forced access proposals try to make the system “fairer” by shifting control of the network
from carriers to certain users. Some proposals would allow users to override a carrier’s routing

-4-
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initiatives and dictate how particular movements flow. The problem :s, not only would this
diminish the network benefits available for all, it would reduce, through user attrition, the ’
quantity of traffic contributing to fixed costs. The result would be a double whammy: the

network would become less valuable and more expensive.

The network would become less valuable because traffic moving out of major flows
generally takes longer and requires additional handlings. “Out of flow” interchanges cause
operational problems and fragmented traffic, and when flows are fragmented, service reliability
suffers for all. That is why rail carriers have used the Staggers Act’s deregulatory framework to
concentrate major flows on heavily used main lines, allowing the frequent servi ucmﬁaryto
keep the network attractive to competitive users. '

At the same time, the network would become more expensive, because as service quality
dmﬁmdeompet?wmﬁcwmdmigmmoﬁerumspomﬁmmods,miﬁngmewhmhﬁon ~
10 fixed costs reqired of remaining users. Network benefits cut both ways. When users begin to
desert a network;its value 1o those remaining and attractiveness to prospective users can
“Di pling” the Netword

When railroads were young, the only way to escape the “unfaimess” of the system was o
use a horse (which was slow) or find a sympathetic regulator. That all changed with the advent
of motorized highway transportation, and in the decades that followed more and more customers
aapedﬁomtbeeommmdqﬂeumlxegimcofthenﬂwaymmeofpasonﬂﬁeedom. They
mgwu&yg&an&km&ymﬁnnﬂwm Everyone was then free to
depart, though some did not because the alternatives were too slow (for example, commuting in a
large urben city) of 100 expensive. |

By the 1960s and 1970s enough customers had departed that all of the rail passenger
Mﬂidﬁwmofhﬂﬁﬁgmmkmuwmwworphyﬁal
collspse. Government response (and | was privy to much of the internal decision-making)
ultimately dealt with the problem by partially “disassembling” the system. Intercity passenger

5




services could have been handled by outright abandonment or by simply subsidizing railroad
operators directly. Thatwonldhavebeen&ashthan creating a whole new management
su'ucr&re,andDOTconsidmdiL But the political reality at the time would not permit such an
approach. -

" Likewise, much of the rail freight system had such light density that it might not survive
at all, but certainly could not survive with the cost structure of a trunk line railroad. The direct
approach would have been to negotiate lower labor rates with the unions and contract our
maintenance functions to lower cost operators. That was not politically feasible either, so the
trackage was spun off to new operators.

Because the rail system’s disassembly was largely a response to political considerations,
rmhﬁthm.eoonomicorwngcriﬁeﬁa,itisnotsurprisingthatitcxmdamnnberofoosﬂy
interface problems. Take the Amtrak-freight railroad relationship. Amtrak uses the freight lines
as an incremental user. That works fine so long as the line used has adequate capacity and will
bemainninedmpumg&@hﬂsmywmy. But as some lines have been downgraded and
other lines grow more congested, Amrak is an increasingly unatractive tegant. Conversely,
where Amtrak owns the track, it tailors investments and operations to its own business. Conrail
mtpnlyptysmtdinﬁyfeﬁforusingtheNonhastConidor,itislimitedastowhmitcan
run trains and as to the loading weight of its cars. |

This is not to say that system dissssembly is always inappropriate. When NS and CSX
mdemeitplmfuComﬁLhwasclunhamintummﬂmhadmbeomwdfonhc
bmﬁtofh&mimhuﬂnovmﬂmmlmbmdominmdbyomrﬁhmdcr
anéthet. There was also the fact that Conrail had rationalized the terminal segments in 2 manner
that made it difficult to partition them. The solution was to draw lines around the terminal
segments and reconstitute them as shared asset areas. -

But where there are no clear economic incentives, disassembly cannot endure, at least not
without strong legal enforcement. Part of the current dilemma in the Amtrak-freight railroad
relationship is that the benefits for freight railroads accrued almost thirty years ago. Without

-6-
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positing continuing economic benefits, proponents of forced access essentially are positing a

] win-lose situation.

7 ight-of-W: 1

Notwithstanding the above difficulties, some now argue for wholesale disassembly of the

. petwork. There is considerable intellectual interest in separating the fixed plant from the ‘
operating entity. Such a framework would mimic the current structures for the highway and
airway systems. It might feature “open access”™ whereby all who met safety standards would be
allowed to use the railroad, or it might be a “closed” system that would limit use to one, or only a
few operators.

The U.S. Railway Association looked at splitting the fixed plant (into something that we
called “Confac™ for Consolidated Facility Corporation) from operations. Public funding for
infrastructure could then be focused on a publicly owned entity. But closer examination led us to
mmwmofhﬁmm:m&dﬁomﬁmopuﬁﬁﬁgdedﬁmma
mistake.

The primary challenge to core rail freight service providers worldwide is to handle freight
rapidly, on-time and at the lowest possible cost. As just one exampie of how difficult this
becomes when railroad functions are disassembled, consider the most basic element of rail
infrastructure, track. Track is a critical part of the railroad “factory.” To achieve the lowest cost
and highest quality service, it must mesh perfectly with the other parts of the factory. Thus
railroads carefully target track standards, capacity and maintenance levels to the specific needs of
customers on a line. If standards are too high or there is too much surplus capacity, those extra
costs are going to impact the bottom line. Achieving the right balance in just this one area of the
When those responsible for track staiidards and maintenance do not also provide transpoctation
service to the customers on the line, it is practically impossible.

In addition, when infrastructiire and operations are disassembled, there still has to be a
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investments in new capacity. Inevitably, that command and control system (an “FAA™ of the
railroads) is going to have to make the same sort of difficult tradeoffs that railway managers
make today. Andthereisnomsontobeﬁevethanheywﬂlbeanybettcrabletosortouta.llof'
thcconﬂicﬁngmeds,mnchlssﬁmkcany more informed judgments about the fees required for
usage. There is certainly no reasoun, based on both highway and airways models, to expect that
adequate investments in capacity, or even adequate maintenance, will result

E Experi ith R .

Until recently, most European systems shared these common characteristics: public
ownership, vertical integration, focus on passenger service and huge losses. Most have
experienced a loss of market share, with losses of freight share especially severe. It can be fairly
said that European railroads are increasingly irrelevant to the freight transport system.

Faced with mounting deficits, an entrenched railroad bureaucracy and 2 bloated union
work force, governments have attempted to stir some life into the equation by changing the
structure of the business. Great Britain has gone the furthest; the track structure is owned by one
entity (still heavily dependent on government subsidies) and the operations have been franchised
manmof“pﬁvmwmvmnyanmmmmdisandanmjoya
monopoly on the services they provide (for example, intercity passenger services on the West
Coast Route or commuter services on the Southeastern Network).

Throughout the rest of Europe there have been various plans for change, and some
tentative first steps have been taken in countries such as Sweden. But meaningful change will
run hard up against the reality that the railroads do not want to change, the labor unions refuse to
change and no one wants to lose services. One thing is clear. The infrastructure company in
Britain and the operating companies are engaged in a lot of discussion about how much capacity
and maintenance is required and who is going to pay. The fundamental allocation of resources

European restructurings are aimed at making rail systems more efficient. Whatever else
might be said about the U.S. railway system, it has been made more efficient. The European
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illnss—~toomanycmployws,toomanypasscnganains-hasbeenmecwdintheu.s. 1
would concludethztapplyinganexpcrimenmlrcmedyto;paﬁemwhohasakmdy recovered,
justbemmcEmopeangdvemmmtsthinkthemedymightbmeﬁtthcirpaﬁmts,isnotsmmd
policy. |
Conclusion

The railroad industry faces enormous challenges in the years to come: attracting capital
forcapadtyimmovmn;inuashgmmm;aﬁdﬁchiwhgmehndofsaﬁcewehawlmg
promised but in the past often failed to deliver. But there have been accomplishments,
particularly when viewed from the perspective of twenty vears ago when 1 was in government. If
we are to build on these accomp'ishments, we must not discard the policies that made them
posibie
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BEFORE THE

SURFACE TRANSPORTATION BOARD

, STB EX PARTE NO. 575
REVIEW OF RAIL ACCESS AND COMPETITION ISSUES

JOINT VERIFIED STATEMENT
OF
JOSEPH P. KALT AND DAVID REISHUS

L  INTRODUCTION
LA Witnesses Qualifications 2nd Background

Joseph P. Kal is the Ford Foundation Professor of International Political Economy and
ChahmanofdnBeonomicsandentinﬁveMethodsSecﬁon‘ameJohnF.KennedySchoolof
Government, Harvard University. He has also been the Academic Dean for Research, Faculty
Chair of the Kemedy School’s Environmental and Natural Resources Program, Chairman of
DegteermdehannmofPh.DPmms In addition, he works as an economic
consultant  with mmm,mc.,mmpmmwm

He received his Ph.D. (1980) and his Master's (1977) degrees in economics from the
University of California, Los Angeles. He is 2 specialist in the economics of regulation and
competition, with particular emphasis on the nanmal resource, transportation, and financial
sectors. Hehasnﬁmmmmdwsﬁﬁedamuﬁvdymthemofhd\myin&
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United States. In addiﬁdn to his research and teaching, he has testified in numerous legal,
regulatory, and legislative proceedings concerning matters of competition and regulation and has
 submitted expert verified statements before the Surface Transportation Board (STB) and its
predecessor agenéy, the Interstate Commerce Commission (ICC), on a aumber of occasions. He
has also provided testimony as an expert on issues of competition and regulation, including the
design and implementation of open-access regulation, before various Fédexai and state judicial
and regulatory venues. ,

David Reishus is the President of The Economics Resource Group, Inc. The Economics
Resource Group provides economic consultmg services to the public and in numerous legal,
regulatory, and legislative proceedings conceming matters of competition and regulation in the
private sector, with an emphasis on energy and regulated industries. He received his Ph.D. (1988)
and Master’s (1983) in economics from: Harvard University. Dr. Reishus specializes in applied
micﬁeconomic analysis relating to public policy and economic regulation. He has consulted for
numerous private and public clients on issues involving the economics of competition and
regulation. |

We have been asked by the Association of American Railroads to evaluate the economic
effect of existing regulation on the performance of U.S. railroads. We have also been asked 10
considutheappmpuimmmdﬁkelyeﬂ‘ectoftheiﬁposiﬁonof“opmaceess”ontherai!

2.
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The major regulatory reforms of the 1970s, culminating in the Staggers Rail Act of’1980,
resulted in a transformation of the rail industry. Prior to these reforms, the rail industry was in
deplorable financial and physical condition with poor and decumng service brought about in
large measure by the strictures of intrusive regulation. Sincethepassage’of the Staggers Act; the
railrcad industry has tumed arvund by almost all measures: productivity has improved
enormously, the financial position of railroads and service to shippers have improved,
in&asumneinvsmmthuixuweimdmsmshipp«shzvefaﬂm‘mmfomed
regulatory structure permitted railroads to take actions, including the rationalization of the rail
system through merger and consolidation, spin-off and sale of low density lines, and
Wofmﬂkmh&ahwldmmmom Shippers and the
economy as a whole have benefited from the more efficient allocation of scarce resources.

The rail industry is subject to network economies of scale, scope and rlensity. Railroads
require large amounts of capital and infrastructure investment in the rail network and rolling
mchthcmofthcseinvménsmustsom.;howbemom The capital invested in the
rail netwotk is fixed and sunk—Iliterally embedded in the ground-—and represents a common
resource for all traffic utilizing the network. In these circumstances, the railroad must anticipate
the recovery of sufficient revenue to support these fixed and common costs. Any traffic that
generates revenue in excess of the varisble cost of providing the service contributes to supporting
necessary to satisfy the opposing goals of competing with trucks and other shipper alternatives

while obtaining revenue to provide railroads an adequate return on their investments.
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Other industries in the US. and abroad, such as nawral gas, el-ecn'icity, and
telecommunications, have adopted or are adopting complex .egulatory systems in which access
to one regulated portion of the vertical industry is required to be provided to other, competitive
segments of the vertical industry. Apart from difficult transition problems, these forced-access
regimes require the development of a new regulatory scheme that needs to resolve numerous
pricing and operational issues related to access. '

Unlike natural gas and electricity, where the delivered commodities are generally
fungible and service attributes differ primarily along narrow volume and interruptibility
dimensions, railroads must move specific goods from specific origins to specific destinations
while contending with differing service and schedulé requirements. Undermeédsﬁngsys:em,
individusl railroads organize, coordinate and prioritize operations and schedules internally or in
negotiation with connecting railroads to meet the shippers’ differing price and service demands.
Anmngime,homvu,woﬂdneedtoimposeinmm‘wmdwﬁplexnguhmmnﬂesw
establish operational and service priorities that would carry a strong probability of less efficient
outcomes affecting all shippers. ’

Railroads and their shippers currently benefit from significant economies of density
arising from both the rail network and rail operations. Forced access (or even its threat)
mo&mmmmym&ngwmmhodsmnmﬁmmﬂmwdsﬁUmmmem
in infrastructure, thereby reducing the incentive for new infrastructure investment. Forced access

would also require complex ratemaking that would have to be sensitive to the competitive

conditions affecting different types of traffic while adequately compensating for the use of the




rail network. Experience from other industries such as namwral gas, electricity, and
telecommunications suggests that effectively resolving these pricing and coordination problemns

in the rail industry would be a complex and possibly fruitless regulatory task.

II. EVOLUTION OF CURRENT REGULATORY SYSTEM
The deplorable state of the railroad system a mere 25 years ago should not be forgotten as

new options for regulstion are cvaluated. Poor service quality, high accident and damage rates,
and inefficient routes and rates caused many shippers to desert railroads for other modes of
transportation. A number of railroads, accounting for a significant portion of the U.S. rail
system, were in bankruptcy, and many suffered from revenues inadequate to cover the capital
investments necessary to maintain a rail infrastructure.’  Railroads, subject to pervasive
regulation, endured Jong and extensive reviews in order to alter rates, adjust joint rates and
routes, construct new lines, abandon existing umprofitable lines, or spin-off or merge rail
operations. In short, the rail industry was locked into an extensive and rigid regulatory system
that ignored the reality of imermodal competition and failed the rail industry, shippers, and the
economy.

Recognition of the uncertain future of the industry under pre-Staggers regulation led to
the major regulatory reforms of the 1970s and the passage of the Staggers Rail Act of 1980.
These reforms established the regulatory foundation that allowed a rejuvenation of the U.S.
nilroad industry. In broad terms, the reforms addressed the competitive concerns of shippers by
providing not only protections to shippers, but also flexibility in rates, operations, and system

! See Verified Staements (V.S.) of Craig F. Rockey on bebalf of the Association of American Railroads.




rationalization to railroads. Railcoads used this flexibility to respond to competitive forces and

attempt to earn financial returns adequate to recover investment costs. More specifically, these

reforms provided for:

e The elimination of rate equalization, mandatory maintenance of inefficient
. interchanges, routes and joint-line rates, and general rate reviews.
« Flexibility in rate setting, allowing railroads to set rates in response to
competition in order to atract new traffic and to obtain revenue that contributes
to the joint and common fixed costs of the rail network.

»  Privately negotiated contracts that allow railioads to offer price and service
conditions tailored to meet the needs of individual shippers and, in the case of
long-term contracts, to guarantee railroads a predictable base of traffic and
revenue.

* The economic incentive and opportunity for railroads to make investments in
infrastructure and service to compete among themselves and with other
transportation alternatives.

* Opportunities for system rationalization through the streamlining of

requunmtsforﬂnabandonmeutofmpmﬁtablchmandfonhesaleorspm—
off of rail assets to short-line railroads.

¢ The capture of economies of scale and scope through merger and consolidation
~under regulation ensuring the maintenance of competition.
¢ Protection of shippers provided through regulaticn of maximum rates for market
dominant traffic, protection of essential services in mergers, and prohibition on
cancellation of efficient of interline routes.
The reformed regulatory system replaced the failed system of extensive and intrusive

regulation. This new framework allowed railroads to make private decisions regarding
operations, investments, and pricing in response to market forces, within some regulatory
 constraints to protect shippers. This reformed system is consistent with the fundamental
economics of the rail industry and the market forces affecting it. Railroads, as discussed in more
detail below, benefit from significant network economies of density, scope, and scale. Reformed

regulation regarding mergers (as reflected in ICC’s merger policy statement), spin-offs and
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abandonment of unprofitable rail lines enables railroads to take advantage cf fundamental
- economic efficiencies. Differential pricing allows railroads to compete more effectively and

thereby recover the large joint, fixed costs of the rail infrastructure over a broader customer base.

The performance of the rail industry following the passage of the Staggers Act represents
a dramatic turn-around from the pre-Staggers era. In response to the opportunities provided by
" reformed regulation, the railroad industry:

e reduced average rates in real and nominal terms
o improved productivity of labor and capital
o rationalized the route system and ownership structure in the industry
* ‘increased capital spending on in1astracture
o improved service quality "'
e improved the financial outcomes for railroads.
Some of these results are summarized in Figure 1.2 Nearlyallmeasmesavailabled@onsm

mmmmmmmmmmmﬁmmmﬂmdsmmemy.
Increased efficiency and flexibility to adjust service and pricing provided by the post-
- Staggers regulatory system have bolstered railroads’ capacity to compete with other modes of
transportation. hﬁasingly,nilsmablemeompmewithmwksandbmg&pmﬁmMyfm
long-hau! traffic. Railroads bave adopted innovative strategies to provide appropriate service and
prices that meet shipper demands. The expanded use of relatively low-cost umit trains,
investments in infrastructure to handle double-stack intermodal trains with prioritized dispatch
and scheduled service, and car-ordering systems such as the BNSF Certificate of Transportation

_program which provides a means by which grain shippers can purchase a reservation for

" 2See Renmicke and Kaulbach V.S. snd Rockey V.S. for a detailed snalysis of post-Staggers performance.

-
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__s-um0<m_smz._.m .z RAIL INDUSTRY PERFORMANCE

SINCE THE m._.>mmm§ ACT
Productivity Measure 1980 1996 6 Change
Thousands of Revenue Ton-miles/
Freight Service Employee 2,1C0 7,500 257%
Mile of Road Operated 5,199 10,704 106%
Locomotive 32,710 70,371 115%
 Average Rates . 1962 1996 % Change
xu<o=co:.n=.3_.o Azoa.an.ov $ 0048 $ 0.042 -13%
Revenue/Ton-mile uxun. $87) $ 0.048 $ 0.027 -44%
Intermodal Volume 1980 1996 % Change
Trallers & Containers 3,059,402 9,343,762 205%

Source: 13....2!.« :.353 & Inlermodsi Volumee - AAR, Relroad Ten-Yeer Trends, (1988, 1990, & .83.
1997 Relvoad Fact Book,
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guaranteed rail transportation service are merely three examples of actions taken by raﬂroads to
meet the service and price needs of shippers. Despite the enormous improvements in the price
and quality of rail service, however, railroads have made only modest inroads against competing
transportation alternatives.’ |

In an effort to improve their competitive position and financial standing, railroads also
have reorganized and climinated uneconomic and redundant assets. Since the passage of
Stagpers, consolidation of a number of railroads has creatcd expanded rail networks.. In their
regulatory oversight role of rail mergers, the ICC and STB have conscientiously protected rail-
on-rail competition. Streamiined rail systems have enabled - railroads to -exploit network
economies of scale, scope and density, thereby increasing efficiency and reducing costs while
maintaining rail competiton.

Despite these imrpressive improvements, the financial health of the railroads is only
slowly improving. The measured returns on equity and investment are low relative to those in
- other industries. In no year since Staggers has the measured return for the rail industry achieved
itséostofapital.‘ | ‘

IL NETWORK ECONOMIES IN THE RAIL INDUSTRY

To understand the potential impact of competitive access policies in the rail industy, it is
pecessary to understand the underlying economics of the industry and how the existing
regulatory system takes account of them. As a network-based industry, railroads are subject to

! See Darins Gaskins V.S.
4 See Rockey V.S.
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the network economies of scale, scope and density. Railroads are also subject to significant
competition from other railroads and other modes of tmnspoﬁation The existing regulatory
" system provides railroads the flexibility to make price and service decisions in response to
market conditions. Through these private business decisions, railroads attempt to collect
sufficient revenue to sustain the joint costs of the network. As part of that system, protections

are in place so that no shipper bears an unreasonable or uneconomic portion of those joint costs.

The rail industry is highly capital intensive and subject to large sunk. fixed costs. Once
put in place, the large below-the-wheel costs of the rail network (right of way, roadbed, ballast,
track, yards, signals, terminals, dispatching systems, etc.) have, for the most part, no other
economically significant use except to support rail transportation. These sunk, fixed assets are
used in common by trains serving different shippers, commodities and locations. As such, the
mofﬁ&émmjoﬂwmgmaﬁnémnomis&fmwmdiMmmmd
tnﬁcsegments. Payments based on the variable cost of maintaining the track and related
sysmmcinadwiﬁamh’sopaaﬁmwomdﬁu&rbelowthmmymwmpm:efor
these large fixed and sunk costs. The rail assets benefit all shippers using the system; some
method must be found to pay for these assets and to fund and support investments in
maintmame,enl;nneanemande)cpmsionoftheinﬁasmmune.

Network economies also arise from the scope and efficiency of the rail network. In
general, a larger network will be more valuable to shippers on that network. To the extent that

ﬂmmmmam@mmmmmaﬁngk
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firm, rail transportation can be provided at the same or a better service level at lower cost’ This
integration may thus attract more traffic and reduce further the average cost of providing service.
The consolidation of the rail industry through a mumber of predominantly end-to-end rail mergers
sincethsztaggersActappntstobedﬁveninpanbythcraﬂmads’ desire to reap the benefits of

economies of scale and scope.®

Economies of density are frequently used to describe one aspect of rail economics. Until
congestion problems arise, greater amounts of traffic carried on a rail segment decrease the
avuagewaofthemﬁchemmethesmkmdﬁxedwstsassodawdwimthmﬁnemspm

over a larger base.

Economies of density and other network economies are associated not only with the
below-the-wheel costs, but also with rail operations. In general, higher densities on the network
result in more efficient use of capital—such as locomotives and rolling stock——and labor.’
Higher density transiates into more frequent train service. Umileongstionbecomsapmbleﬁ,
increased density will usually require a less-than-proportional increase in rolling stock and labor.
At higher densities, locomotives and cars generally can achieve higher utilization and a

proportionally smaller reserve of labor is required to maintain schedules and to cover unplanned

$ At the same time railroads have been expanding the scope of mainline operations, they have sold off numerous,
low-density lines to other operastors. This is consistent with rail economics, as the shortlines can provide a quality-
of-service and cost combination on low-density operations not possible within the larger raitroad. In this case,
coordinating limited amounts of interchange traffic across shortlines and mainline railroads leads to 2 more efficient
outcome than internalization within the more complex railroad.

¢ Caves, Donglas W, er al, “Network Effects and the Measurement of Returns to Scale and Density for U.S.
Ruailroads,” in Andrew F. Deughety, ed., Analvical Studies in Transport Ecomomics (New York: Cambridge
University Press: 1985), at 97-120; Wilson, Wesley, “CosSavmgsndednctmtymﬂuhikudln&ny )
Jownal of Regulatory Economics, Vol. 11, (1997) at 23. .
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contingencies. For many shxppers, higher quality service associated with increased train
frequency, e.g., once-a-day service versus once-a-week service, is of great value and results in
economically more valuable outcomes to shippers even in the absence of cost improvements by
the railroad.

Unlike many transportation and transmission industries, such as natural gas, electricity,
and certain other commodity pipeline operetions, cargo carried by railroads is not fungible. It is
impommthatthespeciﬁcgoodsofa;hipperarﬁveathcappmpﬁamdsﬁnaﬁon Thus, in
trying to move all shippers’ traffic from origin to destination in a cost-effective manner that

" meets the varying service needs of every shipper, railroads must solve a highly complex
_coordination problem. For example, intermodal traffic tends to be much more time and schedule
sensitive than say, coal or certain general merchandise traffic. As a result, railroads have
mbﬁshedeomplexopqaﬁonsthatmempttobalmcetheneedsofallofthcirshippe:sandare
constantly deciding which trains should have priority and which traffic gets switched first in
ordermmeetschedxﬂs,whaetodimloeomoﬁmmdmﬂingsmck,mdwhmacﬁontotake

when unplanned contingencies occur.

Decisions about how to coordinate operations and allocate resources can be made in three

| through managerial discretion; (2) between firms through negotiation,
' of markets; or (3) by government through teguhtory intervention. In

mnyamnmmvuuuﬂymmdﬁmsmﬂangmﬁmwopeofopmommybe
mote efficient in making decisions and allocating resources than a number of smaller, vertically-

disintegrated firms that most coordinate decisions through negotiation or the use of market -




mechanisms.® - Which method is more eﬁiclent will depend on the relative production and

transaction costs and the ability to efficiently use information to arrive at appropriate decisions.

Railroads allocate resources and coordinate multible decisions regarding scheduling,
routing, allocation of rolling stock and power, priority in switching, appropriate blocking, and the
like. These decisions interact in ways that affect many shippers and traffic and will be difficult
fpr exm'nal observers or market participants to understand or predict. Many of these decisions,
therefore, can be resolved more efficiently and at lower cost by managerial discretion within a
firm rather than through the use of contracts or other market mechanisms across firms.” These
alternative external-to-the-firm mechanisms may involve multiple parties, elaborate contracting
that attempts to account for multiple contingencies, or simplifications to the decision-making "
process that ignore or overlook important economic mxcmcnons For example, in locations or
openﬁonswbnecoﬁgesﬁonisapmblem,itisimpomntthatthcincr&seordecmasein
congestion be accounted for in individual routing and scheduling decisions. Vertically-integrated
railroads of sufficient size and scope that can internalize the impact of congestion are more likely
to make appropriate decisions, such as scheduling trains or investing in new capacity, than would
occur through negotiation among smaller or disintegrated railroads.

Voluntary negotiation and contracting across firms can still capture many of the
efficiency benefits of a tramsaction. Separate firms that mediate ‘decision-making through

negonmon.nmkaprias,oreonmcnngmcomonplwe,evenmthemhoadmdmny The

'MMMMMMWNWM4WPMmd
Actions” (Englewood Cliffs, NJ: Prentice Hall, 1992); and Williamson, Ofiver, “The Vertical Integration of
Prodaction: : Market Failure Considerations,” American Economic Review, 61(2):112-23 (May 1971) at 113-114.

* Coase, R.H., “The Nature of the Firm,” Economica, (November 1937) at 386-405.




-growth of shortlines arises from the recognition that Ma, more nimble companies can serve
much lower density traftic more effectively than mainline railroads. These efficiencies are
maintained as the mainline and shonﬁne reach negotiated and marketplace solutions for
coordinating and pricing interchange and operations.

Voluntarily negotiated arrangements among railroads about access, for example, are more
likely to reach efficient bargains than those ‘imposed by regulation. In negotiation, participants
with economic stakes in the outcome have every incentive to capture all the available efficiency
beneﬁts,withinthclimitsofwhatmbeobminedthroughcomcﬁng, Terms and conditions
imposed by an external mguhmraf?unlikelymobmintheeﬁeienciwinthem:ﬁonthatm
be achieved through private negotiation.

The current organization and regulation of the rail industry in the U.S. is consistent with
the ﬁmdamemnl economics govemning that industry. Consolidation has created large-scale
railroads capable of capturing economies of scale, scope and density and internalizing many
operational decisions to avoid transaction cost inefficiencies across firms. 'As part of thesc
consolidations, regulatory policy has carefully attempted to preserve rail- to-rail competition
where it might otherwise be eliminated in mergers.

A fundamental economic problem of railroading is recovery of the joint costs invoived in
providing rail service. Railroads face significant competition in attracting traffic and must
compete directly against trucks, barges and other railroads. The strength of these competitive

- forces will vary by commodity and shipment, thus implying differing levels of acceptable price
and servioe combinations. The current regulatory framework adopts policy that is consisient
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with economic efficiency and that permits railroads to use differential pricing to respond to

competition across commodities and shippers.”® Such a policy permits railroads to attract any
traffic that will contribute to the joint costs of operating the rail system. Existing regulation (as
embedded in the competitive market pricing principles) is intended to prevent raiiroads from

charging rates in excess of what an efficient competitor would otherwise charge on that traffic.”

IV. FORCED ACCESS IN THE RAIL INDUSTRY

The overall success of the rail transportation industry in the post-Staggers era is not
without problems. The recent severe service disruptions on the UPSP, arising from capacity and
operational constraints, demonstrate the importance of rail transportation to the economy. These
disruptions have spurred calls for reform as shippers have suffered from repeated delays and
service failares. Shippers have used these service problems and the improved financial
performance of railroads as the occasion to voice concerns about the competitive options and
regulatory relief available under the current regime. Shippers who are paying rates that provide
greater-than-average compensation for the fixed and joint costs of the rail system may be
particularly vocaL Not surprisingly, one approach discussed is some form of competitive or
Forced competitive access, also known as open access, is a regulatory approach that has

been adopted in other transportation or network-based industries in the U.S. and in the rail

19 Kessides, Joannis N., Mknbmmlg. “Restructuring Regulation of the Railroad Industry,” Public Policy for
the Privase Sector, Note No. 58, The World Bank (October 1995).

" Interstate Commerce Commission, Ex Parte 347 (Sub No. l)CodMeGuddms (issued: August 8, 1985). and

Surface Transportation Board, Ex Parte 347 (Sub-No. 2), Rate Guidelines - Non-Coal Proceedings. (Decided:
December27, 1996.)
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industries of other countries. Under open access, a regulated vertical industry is unbundled into

one or more segments that are treated as competitive and subject to little or no regulation. These
unbundled segments purchase services from (or access to) a more-heavily regulated segment of
the industry. For example, natural gas pipeline companies previously operated as merchant
pipelines that purchased, moved and then resold gas as regulated monopolists. Under FERC
Order 636, pipeline companies were required to unbundle gas transportation services and sell
capacity rights for transportation under regulated terms and conditicns to multiple competing
shippers who could then arrange for the purchase, sale and marketing of natural gas.? While the
natural gas industry has had the longest experience with open-access regulation in the U.S.,
similar efforts are being made in other industries: electricity transmission is being unbundled
from power generation and distribution, and in telecommunications the FCC is trying to
mbu_ndle local access switching and other services to permit competition in the provision of
local telephone services."

While we are not responding to specific “open-access” recommendations for the rail
induswy,reoemdiscnsdonsnﬂ&tmim:mimonm’putofcﬂm&ippamminject
additional competition in the rail industry through forced access. We take competitive access as
meaning that an existing railroad would be forced to grant one or more other railroads, shippers,

or some new entities rights to run trains and provide service to shippers over the existing

12 Federal Energy Regulatory Commission Order No. 636 (Issued: April 8, 1992).

 Federal Energy Regulstory Comumission,18 CFR Parts 35 and 385, Order No. 388 (Issued: April 24, 1996).
Telecommunications Act of 1996, Pub. LA. No. 104-104, 110 Suat. 56 (1996).
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railroad’s track under rates, terms and conditions imposed by a regulator.™ This has the effect of
unbundling, at least to some limited degree, the above-the-rail operations from the below-the-

wheel services.

'Both the existing market-based regulatory system and a forced-access system must
pmﬁdc some mechanism to allow for recovery of the fixed and joint costs incurred in the rail
industry. There is no free lunch. The existing regulatory structure and any proposed forced-
'msymmmmmmaﬁdm:mm,nﬁgwmm If the rail industry is
earning normal or less than normal returns under the current market-based regulatory system,
acessmgulaﬁmmnsi@iﬁemﬂym&uwdthgmemmavaﬂablemmﬂmadSWMdbeaImge
stepbuckwadsvﬁﬂamcpeﬂtomiﬁngthewpiﬁ]nwdedfminﬁasumnnupansionand
thraﬂmadindmuymedsmmkzmminmﬁmmmthmhmm
opportunity of earning a reasonable rate of return. Unless the government is willing to subsidize

such investment from tax revenues, these revenues must come from shippers.'

The ability to recover costs in other open-access industries did not initially appear to be
as severe an issue as it is for railroads. The natural gas pipeline industry was, at one time,
viewed as having a strong natural monopoly, and as such, would have no difficulty selling
transportation at regulated rates sufficient to cover their large fixed costs. Competition from new
pipelines and other energy options has rendered that assumption invalid in certain markets.

* The STB cumently (snd formerly the ICC) has the authority to impose competitive access under certain
conditions. There have been very few requests for relief, and the regulators have found none justified on the facts.

'3 Major competing transportation systems in the U.S., the inland waterway system used by barges and the interstate
highway system used by trucks, do receive large infrastructure investments our of taxpayer funds. Similarly,
changes in rail regulation abroad are frequently motivated by the desire to reduce government subsidies to state-
owned or -supported railrosds. Rennicke and Kanlbach V.S.




Thus, regulated gas plpelm&s, like mlmads, now ﬁave concerns ai:out their ability to recover
fixed costs and t6 attract investment.'® Similarly, electricity transmission, which is just now
being unbundled, is generally viewed as having sufficient demand to recover their historical costs
through regulated rates. Regulatory changes in the electricity industry are anticipated to generate
large stranded costs—costs of existing assets that would have been recoverzd through rates under
the old regime, but for which revenues are not expected to be available under the new proposals.
For the most part, stranded costs resulting from electricity deregulation are assumed to be
recoverable from charges on the use of the transmission system payable by electricity customers
captive in their need to utilize the electricity transmission grid.”” Given the competition faced in
 the rail industry, there may not be a comparable base of customers captive to railroads from
which to recover the stranded costs. ' The captive shippers who may anticipate the greatest gains
through lower rail rates associated with favorable access charges are the same shippers from
whom the stranded costs would need to be recovered.

A second problem confronting open-access regulation is that it must provide a
mechanism for pricing the access that users purchase. This task can be enormously difficult
Currently in the rail industry, railroads are given the flexibility, within various broad regulatory
mmﬁns,waetmdiﬁ'umﬁaﬂyaﬁoashippus,wmodiﬁsmdxﬁumsmmmmm
mmpeﬁﬁman&%bmﬂwkﬁxedaﬁjomtmkﬁkmdsdmmgoﬁaemnyw

~ provide value-added services of priority, timeliness, loss control, and the like. Under access

 Barcella, Mary Lashley, “Hov: Commodity Markets Drive Gas Pipeline Values; Even a Monopoly Won’t Confer
Market Power™ Public Utilities Fortnightly (February 1, 1998). -

1” Fox-Fennar, Peser, “Chapter 16: Stranded Costs, * Eleceric Urility Restructwring: A Guide to the Competitive Era,
Public Utilities Reports, Inc. Vienna Virginia, 1997.
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conditions, regulators will be required to establish rates for any forced access granted.”® Thus,
regulators will be drawn into the difficult problem of setting rates that recover the fixed and joint

costs. If regulators move toward a uniform rate structure, it will most certainly revert to a

situation in which railroads lose revenues from all sides. While highly competitive traffic (and
any contributions to fixed costs eamed on that traffic) will be lost 1o competing alternatives,
- existing high-volume, high-contribution traffic will make reduced contributions to fixed costs

duetoredtwedawéssmes. Both effects would tend to reduce the financial health of the rail.

industry and limit future infrastructure investment. Implemented on a large scale, such an

outcome could represent an enormous, regulation-imposed expropriation of railroad capital.

‘While not necessarily impossibleinﬂ:eory, solving the rate-setting process for access in
the U.S. railroad industry is far more complex than in most other industries where it has been
tried. As the history of the rail industry demonstrates, the rate-setting process can become
politicized and enormously difficult. Since access regulation is trying to allocate costs that arc
usmﬁaﬂyjoim,th«emnocleneeqnomicguidelins,apmﬁ'omdiﬁ“emnialpﬁcingsuchas;
used by railroads (subject to a standalone cost test) under the existing regulatory structure, to
establish a benchmark for the fixed and joint cost recovery. Experience prior to Staggers in the
rate-setting process and regulatory attempts to establish rates for required rail access since
Staggers do not bode well for the exercise. Attempts to establish by regulation open-access rates

" An exreme proposal would be to require the complete divestiture of the below-the-wheel system and then permit
mmemxmmmmmwmmmdywm
Such privasely set access prices would be wnlikely to satisfy most critics of the rail industry, as it would tend to
replicaze efficient pricing structres observed today.
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on a widespread basis in the rail industry are likely to be contentious, difficuit, time-consuming

and possibly futile.

The experience in the telecommunications industry since the Telecommunications
Reform Act of 1996 is instructive. Attempts to price the components of local phone access
service have proven to be enormously difficult and have resulted in a morass of litigation with

litle progress made to date. Apart from the litigation over jurisdiction and takings issues, the

ability to apply pricing principles to component services of an industry subject to significant

network economies has proven frustrating due to strong disagreements about appropriate
pricing.' While the final chapter on this reform is not written, the results so far do not provide
an encouraging example for the railroad industry.

A third general problem in access reguiation is the need to monitor and possibly regulate
the “competitive” sector of the industry. Forced access requires that a vertically-integrated
industry be disintegrated into segments, at least one of which is required, under strict regulation,
mseﬂmmtheothusegmms_of&edisinmgmedﬁﬁulcbainofmmﬁm These other,
less regulated segments are usually treated as workably competitive. In natural gas, and as part
of the evolving electricity market, strict rules or codes of conduct have generally been established
to control how the owner of the regulated facility can make use of the facility in competition with

others who may purchase access. In order for forced, regulated access to function, elaborate

' Harris, Robert, and C. Jeffery Kraft, "Meddling Through: Regulating Local Telephone Competition in the

United States,” Jownal of Ecomomic Perspectives (Fall 1997 11:4), at 93-112.
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rules have been established that govern the terms and conditions under which the incumbent is

allowed to transact with other segments of the industry.”

Similarly, there have been questions as to whether the purported “competitive” segment
of the industry is truly competitive. For example, in electricity, regulators are coping with
concerhsraisedabommarketpowerinpowcr generation. In the railroad industry, it is not clear
that the network economies of scope and density will permit widespread competition in a world
with access. The United Kingdom, which has implemented one of the most radical rail access
attempts in the world, has been unable to sustain multiple operators providing freight rail service.
At least in the UK., there is not strong evidance that rail operations can sustain a competitive
-market structure.?!

The economies of density in railroad operations imply that multiple operators in an open-
MWemMﬂtmdmmeovmuuseofmomusmdmdfpmﬁdingwﬁc& Open
access may shift these higher costs onto shippers who are not utilizing access. - For example, to
theexmtﬂmmcofaceessbyashippermdmstheuafﬁcdcmityformeincumbemnihoad,
operating costs are likely to increase. With economies of density in rail operations, two carriers
that split the traffic on a line are likely to require more total resources in terms of crews,
locomotive power, and cars in order to maintain the same total quality of service than would a
single operating railroad. Kmmwmshippasmsm&mﬂy&mablembﬁngm

modnrﬁhonioﬁ)qshippaslosewﬁuﬁnoughboﬂ:highaopmﬁngwmﬂomreduwd

® Federal Energy Regulatory Commission Order No. 636 (Issued: April 8, 1992). Federal Energy Regulatory
Commission, 18 CFR Parts 35 and 385, Order Mo. 888 (Issued: April 24, 1996). :

 Rennicke and Kaulbach V.S.
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economies of density and reduced contribution to the railroad's fixed costs paid under the

reduced access rates.

The current regulatory regime allows vertcally-integrated railroads to coordinate

complex decisions about operations affecting all shippers with enhancements to the rail network
infrastructure. Many aspects of railroad operations—establishing routes and priority of service,
d@mmofmwhdﬂhgmmdmwbmmmdcmmds—-mdiﬁwh
problems that are generally best resolved by coordinated decision-making internal to a railroad
fimm or through voluntary arrangements between railroads that can account for the tradeoffs
specific to the situation. Any'tradeo&,forexample,inesmblishingmﬁeq\myorpﬁoﬂty

v needwacdomtfonheeﬁ'cctonoﬂmshippmandontheoperation‘oftherailmadasawholc.
Integrated railroads, because they deal with all shippers and register the demands of shippers in
response to changes in price and service, are in the best position to make the appropriate
economic tradeoffs.

Customizing service to shippers 1s inherently complex. This requires basic business
judgment in strategic and day-to-dsy operations. Should train A or B make it through the yard
firs? How should blocks be built, and where? How should train schedules be established, and
whnmfﬁcshoﬂd”gapﬁority? For the most part, railroads make these operational and
coordination decisions intemally, balancing differing customer demands for price and service
attributes with the costs imposed on the railroads’ network as a result of these decisions.

One of the attributes of the network economies driving consolidation in the railroad

industry is the ability 10 provide efficient and high quality service more effectively in a larger
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network controlled by a single railroad rather than through coordination across multiple carriers.

The benefit of single-line service, in terms of improved service perceived by shippers, is the

result of a single railroad being in a better position to make operating, marketing, and customer
service decisions and take actions than if multiple railroads need to coordinate decision-making,

inclmiing scheduling, blocking, and interchange with multiple railroads.

Under forced access, the economies of scope and density inherent in rail operations may
lead to duplication of costs and reduced service. In some circumstances, multiple parties
‘utilizing open-access rights will find it difficult to coordinate and negotiate efficient scheduling
and operations. To address this problem, some form of operational control mechanism may need
to be established for setting schedules and priorities in switching, and responding to
contingencies. = Forced m—-not worked out as part of mutually-agreeable business
mtegis—womdmkethewmlomdthchaﬁdsofthepuﬁeémmmakemehsim
decisions that determine rail quality and cost. The result is likely to be a failure in coordination
tbueouldcamedﬂéeriomionofrailmvicequalit‘yandcouldpmthcreg\ﬂmin’thcposiﬁonbf

centrally planning rail service, or at least imposing and enforcing rules of operation that could

mmmfmmwmmmeﬁnmmofmmmhmmymmm

can, through its understanding of shipper demands for rail service and its own operations, gain
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ihs'*ght into what infrastructure investments will mo;et the market tm——i.e., generate additional
revenue from shippers that is expected to be available to compensate for the capital investment.

Under regulated open access, expansions in infrastructure by the regulated segment of the
industry would generally require ratemaking approval to establish how rates will change and who
will pay them. For example, ifataihoadspéndsSlOmﬂliontomgmdcsomeyardfacﬂiﬁs,a
decisionwillixeedtobemadcabouthowttmccostsvdﬂbcaﬂomedmssh&ppmsthmugbthe
access rates. ‘The value of the upgrade is unlikely to be uniform among shippers. Similarly, asin
other utility regulation models, investment proposals intended to enhance the joint network, the
costs of which would properly be included in access charges, would require regulatory oversight
to ensure that rates refiect only prudent investments.® While open-access systems are relatively
new, providing proper market-based economic incentives for infrastructure enhancement to the
providcr.ofthe regulated access service is difficult®

Where access is efficient and mutually beneficial, voluntary mechanisms already exist to
bring it about. Indeed, railroads throughout the country are currently involved in 2 variety of
privately-negotiated access arrangements through sthchmg, haulage and trackage rights. Where
there are significant efficiencies to be gained through negotiation, the railroads have the incentive -
to take advantage of them. For example, the Norfolk Southem has contracted for a variety of
access rights that permit it to operate more eﬁﬁmﬂy and save resources by arranging payment

for use of others’ tracks and related services rather than by using inefficient routes or making

= Federal Energy Regulatory Commission, Pricing Policy for Transmission Services (Issued: October 26, 1994).

I Thompson, Louis, “The Benefits of Separating Rail Infrastructure from Operations,” Privare Sector Note No.
135, The World Bank Group, Financs, Private Sector and Infrastructure Network.
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large new investments.*® As part of the proposed Conrail transaction, CSX and NS have

proposed large shared asset areas. Extensive negotiation representing the private givefand-take
of competing business interests went into creating the opemﬁngk plan, financing and sharing
arrangements. Similarly, BNSF and UPSP have recently proposed e stabﬁsh:nent of joint
oﬁerations and joint dispatch for Guif Coast Operations.” - These outcomes represent the
considered judgment of experienced railroad managers balancing the myriad financial and
operational considerations necessary for efficient sharing.

Given the difficulties of establishing and maintaining an open-access system in the rail
industry under current economic circumstances the case for widespread open-access regulation is
problematic at bst. An efficient pricing system would maintain differential value-of-service
pﬁcinginordcrtoﬁmdtheﬁxedandjoimoostsofthemﬂnctwork;thealtemaﬁveistopezmit

| some favored few to obtain rate relief through the guise of access and to the detriment of other
shippers. Access regulation would impose significant regulatory cost and introduce uncertainty
that would tend 1o reduce funre investment; and while it might introduce some additional
compeﬁdmimonﬂopaaﬁonghﬁouldtmdmmdmeadsﬁngnmrkmmmiamdme
costs. Opepaecminmcnﬂindxmycouldludminmxsivengnlmrymervmﬁonand
inefficient outcomes. Indeed, some observers of access regulation in other industries point to the

regulatory structure in the rail industry as a possible model for the solution to their problems.™

*Mm,rn-%cmwm Short of Capacity? Why not share infrastructre”” Progressive
Railroading, October 1995. .

¥ «UJP/BNSF Reach Agreement” PR Newswire, February 13, 1998.
 Harris and Kraft, op. cir., at 110.
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VERIFIED STATEMENT OF INVESTMENT BANKERS
AND SECURITIES ANALYST

We are investment bankers and a securities analyst with responsibilities and expertise in
rail industry matters. Qur position and background are described in Exhibit 1 to this statement.
We previously submitted a verified statement to the Board in the so-called “Bortleneck™
proceeding in October 1996. The Association ofAmcricanRa.ilroads asked ﬁsto submit this
vqiﬁed statement in response to the Surface Transportation Board’s request for comments on
access and competition issues in the rail industry. WemderstzndﬂmtheBoardb;eeldngto
develop a record on these issues to assist it and Congress in evaluating proposals for modifying
the existing structure of economic regulation governing railroads. In particular, some shipper
groups are advocating new regulatory approaches that would require the railroads to provide
competitors with access to their facilities.

As explained below,webelievethmaregime of forced access would impede the
railroads’ ability to raise capital and would curtail new investments in railroad infrastructure at a
time when new investments are needed. One of the favorable consequences of the Staggers Act
was that it stimulated investments that crested stronger and more efficient railroads. The
railroads and their shippers have benefited from these investments as operating costs have
declined. Still more infrastructure investment is needed.

We believe that a regime of forced access would be unwise because it would discourage
the very investments that are needed to improve railroad operations and to respond to the
growing demand for railroad service in this country. Forced access would undermine investor
confidence in the nation’s railroads and would therefore reverse the progress made under

deregulation toward improved efficiency and eamings.
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Board Regulatorv Policv Should Encom-.w,‘ e.'lnfrést‘rucf_ug Investment

In our prior statement, we discussed the benefits that resulted from deregulation of the
rail industry. We noted that the Staggers Act of 1980 and the market-oriented regulatory policies
implemented since then have made it easier for the railroads to attract capital on competitive
terms. With deregulation, investors have become more willing to supply capital to the industry
because they are more confident that the railroads will have the opportunity to earn competitive
returns. The railroads have made good use of these funds. mMms by the rz;ﬂroad industry
since the Staggers Act have led to enhanced productivity, lower costs, improved service, and
lowerm In short, deregulation of the rail industry has benefited both the railroads and the
shippers that use the railroads. |

We believe it is unponam to continue the deregulatory policies ushered in with the
Staggers Act. Deregulation stimulated investment in railroad infrastructure but more
infrastructure investment is needed. Shipper demand for railroad service is increasing and new
facilitig will need to be put into service in order to continue improving railroad productivity.

The availability of adequate funding for infrastructure development and maintenance is

critically important 10 the viability of any transportation system. The railroad system in this

" country is unique in that it relies entirely on private capital for infrastructure funding. Other

transportation systems, upeciaily trucks, rely heavily on public funds to maintain their
infrastructure. Taxpayers benefit from a privately funded railroad system because they are not
asked to support infrastructure spending. But to preserve this benefit, it is important to avoid

regulation that interferes with the ability to raise capital or that unnecessarily increzses the cost
of capital.




Forced Access Regulation Would Curtail lhvstmegt And Impair Investor

Con ce '

We do not address specific forced access proposals here. However, we understand that
the basic idea behind forced access is that the Board would be givcn increased authority to order
railroads to make their facilities available to competing railroads. We believe that regulatory
changes of this type would diséourage new investment in railroad infrastructure in a variety of
ways.

Most important, invétors would be less willing to make funds available for costly
infrastructure investments because of the uncertai.ty that any new investments would generate
competitive returns. New facilities might have to be shared with competitors, therefore the
revenues generated by those facilities would be less certain. To the extent the railroads could
attract capital for infrastructure inve:stment, this uncertainty would increase the ¢ost of raising
that capital.

Investor confidence in the nations’ railroads would also decline. If the railroads limit
their infrastructure spending, investors will question whether the industry is able to continue
making progress toward financial health by cutting costs and increasing productivity. While the
nation’s railroads have become healthier under the current regulatory structure, their level of
profitability is still low compared to other industries and they stll do not generate competitive
returns. Addiﬁonﬂi@‘umemismededtobﬁngmemﬂsymupwhsﬁmmmﬁaland
investors will be troubled by any change i regulatory policis that discourages thatinvestment.

Investor confidence in the railroads would also be hurt becanse of concern over the
operating problems that would likely arise under a regime of forced access. Deregulation
allowed the railroads to establish efficient routing of traffic, to streamline operations and to

eliminate redundancies and unnecessary overhead. Forced access would do away with tese




benefits. The railroads would have 1o establish more elaborate and expensive systems to
coordinate traffic movements and their ability to plan their own movements would be impaired.
Less efficient operations would reduce cash flows and further undermine investor confidence.
Finally, investors would be troubled by any changes in the regulatory structure that limit
the ability of the railroads to price their services m accordance with demand. The pﬁci.ng
flexibility that railroads have under the present regulatory system has generated opportunities to
make rail transportation more competitive and to attract more traffic. This has permitted the
railroads to improve historically inadequate profitability and to make the investments needed for
improved efficiency and service quality. Any regulatory changes that restrict the ability of the
railroads to eamn healthy revenues wouid undermine investor confidence and impair the raiiroads’
access to capital.
0] ion
Market-oriented regulation of the railroads has promoted healthy investment in railroad
infrastructure. Railroad productivity has increased, costs have gone down, and shippers have
paid lower rates. Additional investment is needei To encourage those investments, the Board
and the Congress should maintain the market-oriented approach. A regime of forced access
- would discourage investors from making new funds available for infrastructure development and
the progress made by the nation’s railroads toward financial health in recent years would be

reversed.
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Francis M. Cox, ITl.

Francis M. Cox, IIl is a Vice President and the Railroad Industry Executive within
the Transportation Group of the Chase Manhattan Bank, located at 270 Park Avenue, New York,
New York. In this capacity since 1987, he is responsible for the coordinated delivery of
corporate finance products and services to the Bank's railroad industry clients. Chase is currentdy
the number one lender to the U.S. railroad industry. '

Mr. Cox joined Chase in 1960. He has had over 35 years of experience ina
variety of relationship banking, corporate finance and marketing assignments servicing major
U.S. and multinational corporations. ‘

_ Mr. Cox received his B.S. degree from Georgetown University and his M.B.A.
degree from New York University.

Edmond L. Lincoln

Edmond L. Lincoln is a Managing Director in the Investment Banking Division of
PaineWebber Incorporated, located at 1285 Avenne of the Americas, New York, New York. He
lsmchargeomeeWebhefsmvesmbmhngmvmsforsmfaceumspomon
companies, principally in the railroad and marine industries. He has been an investment banker
formmthnmymwoddngchieﬂyudmmﬁcemspmmﬁmwmpmia,ﬁmwi\hm,
Peabody & Co. Inco:pozmdandthenvthmWebbufoﬂowmgthemhseby
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During the past ten years, M. Lincoln has been personally involved in the
management of about $17 billion of transactions for public and private corporations in the U.S.
railroad industry. In this period, Mr. Lincoln has represented such clients as Atchison Topeka &
Santa Fe, Burlithon Northern, Southern Pacific, Union Pacific, Conrail, CSX, Norfolk Southern
and Amtrak.

Mr. Lincoln received a Bachelor of Arts degree from Harvard College and a

Masters in Business Administration from Harvard Business School.

Michael H. Llovd

~ Michael H. Lloyd is First Vice President and Senior Railroad and Trucking
Industries analyst at Merrill Lynch, located at World Financial Center, North Tower, New York,
. New York. He joined Merrill Lynch in May 1995. Mr. Lloyd has followed equities since 1972
at H.C. Wainwight & Co., Woolcott Research Associates, Salomon Brothers, and NatWest
Securities.

M. Lloyd has been analyzing railroads in particular since 1974. He ranked first
in Bloomberg's 1995 Analyst Scoreboard for stock pricing skills in transportation and was
ranked by Institutional investor as a runner up in rails. Mr. Lloyd is a Chartered Financial
Analyst.

Mr. Lloyd received a B.S. degree from the U.S. Air Force Academy and an

M.B.A. degree from Harvard University.




Gerald F. Mackin

Gerald F. Mackin is Vice President of the Surface Transpornation Group and
Director of ABN AMRO North America, Inc., a commercial bank located at 135 South LaSalle
Street, Chicago, Illinois. Prior to joining ABN AMRO, Mr. Mackin was Vice President and
Senior Banker of the Transportation Division of The First National Bank of Chicago, where he
was responsible for clients in the rail, trucking, shipping, airline and aerospace industries.
Mr. Mackm has been involved with the transportation industry since 1982 and has completed
transactions involving recapitalizations, asset securitizations, debt agency, project finance,
commercial paper, medium term notes and public debt issuance.

Mr. Mackin eamned his B.A. degree from Fordham University and received an

MB.A. in Finance from Columbia University's Graduate School of Business.

‘Stephan C. Month

~ Stephan C. Month is a Managing Director in the Mergers and Acquisitions
department of Credit Suisse First Boston Corporation, located at 11 Madison Avenue, New
York, New York. For the past two years, he has been Credit Suisse First Boston's account

‘ onth joined Credit Suisse First Boston's Mergers and Acquisitions
depmznunSembu 1986 and has been with Credit S\nssanstBoswnsmeethcn, except
for the period September 1991 1o July 1993 when he was 2 Vice President at Lazard Freres.
Mr. Month has been personally involved in the following matters involving railroad clients for
which Credit Suisse First Boston has acted as financial advisors: the Union Pacific/Southern

| Pacific ma'ger; Umon Pmﬁc Coxporﬁidn's aéquisiﬁon of Chicago and North Western
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Transportation Company; Union Pacific Corﬁorarion's offer to acquire Santa Fe Pacific
Corporation; North Carolina Railroad Special Committee assignment; Kansas City Southern’s
vtcrminaxed sale of its railroad property to {liinois Central; various financing and advisory
assignments for other railroad clients such as CSX and Canadian National; and various railroad
privatizations worldwide, including the Mexican railroad.

Mr. Month received both a I.D. and an M.B.A. degree from Harvard University in

1986.

James J. Rvap

James J. Ryan is a Managing Director of Chase Securities Inc., located at 270
Pad; Avenue, New York, New York. He heads Chase 's worldwide practice in strategic advisory
services for railroads. Previously a Managing Director and Group Head of Transportation at
Salomon Brothers Inc., Mr. Ryan has worked in transportation finance for more than 18 years,
raising funds and doing advisory work for such clients as CSX, Union Pacific, Norfolk Southern,
Southern Pacific , Kansas City Southern, Conrail and others. Prior to joining Salomon Brothers,
| Mr. Ryan was a Director of the First Boston Corporation.

Mr. Ryan holds a bachelor's degree from Colgate University and an M.B.A.
degree from Columbia University’s Graduate School of Business. '
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Introduction

This verified statement has been prepared by William J. Rennicke and Allan E. Kaulbach on
behalf of the Association of American Railroads (AAR).

We are Vice Presidents of Mercer Management Consulting, Inc. (Mercer). We have acted as
executives of railroads and have been consuitants to railroads and governments worldwide for a
combined total of more than S0 years. Our individual qualifications and experience in the
railroad industry are set forth in Appendix A. Selected qualifications and experience of Mercer
are set forth in Appendix B.

Qur purpose in preparing this statement is to provide the Surface Transportation Board (STB)
with our perspectives on the issue of “open” or “forced” access as it relates to the ability of the
U.S. railroad industry to 1) adeguately serve its customers and 2) earn sufficient returns o
protect its more than 200.000 employees! and assure a growing level of capital investment in
infrastructure and equipment.

We are fortunate to be able to bring to this assignment our experience in assisting numerous
governments and railroads around the world in restructuring their rail system. Specifically, we
have been retained by the following countries and their railroads. among others, to act as the
primary advisor in respeci to their restructuring cfforts:

e Argentina (FA)

e Australia (New South Wales and Queensland)
» Canada (CN)

» Chile

* Colombia

e Mexico (FNM)

s Peru

s South Africa

We have also been retained as consultants to many of the Western European railroads and to
various subsegments of the former USSR railroad system.

With this global perspective. we have been able to glean valuable lessons from the various forms
and structures that railroad systems can choose to achieve three primary objectives:

| Railroad Facts. Amesican Association of Railroads, 1997.
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e Economic performance, which promotes reinvestment and minimizes the need for
government subsidy

» Efficient, responsive, price-competitive service to railroad customers

« Elimination of costly and time-consurning regulatory oversight and the promotion of
marketplace decision-making

This statement is organized into four sections:

In Section 1. we provide a background for the debate on forced access? by describing the
extraordinary progress achieved by the U.S. railroad industry since emerging from industry over-
regulation in 1980. The purpose of this discussion is to demonstrate the importance of capital
expenditures to the ability of railroads o sustain increases in productivity, and the negatve
impact that forced access would have on the industry’s ability to make future investments.

In Section II, we point out the unique importance of the railroads to U.S. competitiveness in the
world economy. and the impact that forced access could have on U.S. expcrv/import capabilities.

In Section [IL. we provide case studies of railroads and countries around the world that have
grappled with the issne of open access, discus- their relevance to the U.S. rail system. and
describe the lessons that can be learned from these experiences.

Finally. in Section IV, we provide our opinion as to why we believe that. with respect to the U.S.
rail system. the costs of forced access would far exceed any purported benefits. This conclusion
does not nucessarily imply that fotced access has no value. Other countries, faced by different
economic and political realities. may require forceful measures to improve highly balkanized rail
services or to rehabilitate entrenched government monopolies. But that is not the case in the
United States. and forced access is simply not a regime that is consistent with the U.S. system of
market-based decision-making and limited railroad regulation.

2 Throughout this statement. we use the terms “forced access™ and “open access” interchangeably. Forced access
occurs where governments impose access by third-party operators on private sector owners of the railroad right-of-

way. Open access occurs where the government permits access by third-party operators over government-owned
nght-of-way.
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Section |

The United States has the most efficient and competitive rail network in the world.
However, continuing capital investment is critical to sustain U.S. railroad efficiency and
competitiveness improvements.

U.S. railroads. after being shackled for 100 years with pervasive regulation. have emerged within
the last 15 years 1o become the most productive railroads in the world. Prior to the deregulation
legislation of the 1970s (e.g., 3-R Act, 4R Act), which culminated in the passage of the Siaggers
Act in 1980, the U.S. rail system was in a shambies. It took a financial crisis of catastrophic
proportions — nine major bankruptcies (including the Penn Central. the largest railroad in the
United States)3 — to forge the political will to dismantle a stifling regime of over-regulation. -

The resuits of deregnlation have been dramatic:

e Since 1980, U.S. railroads have increased the amount of domestic intercity freight
traffic they haul by more than 40 percent (Figure 1).

e Between 1980 and 1996, railroad labor productivity increased by 272 percent. four to
six times greater than the 65 percent increase in productivity for European railways and
47 percent increase for U.S. manufacturing during the same period (Figure 2).

e Even in the area of time and service-sensitive intermodal traffic, railroads more than
doubled their volume. from 3.1 to 8.2 million shipments, between 1980 and 1996
(Figure 3).

The reasons why railroads have achieved such enormous productivity improvements and
increases in raffic volume are readily apparent. Between 1980 and 1996. railroads reduced track
and locomotives by 35 percent and 32 percent. respectively: decreased railcar assets by 27
percent: trimmed personnel by 60 percent: and increased freight volume by nearly 50 percent
(Figure 4). In addition. mergers and consolidations allowed railroads to achieve further benefits
from economies of scale. We believe the following important factors provided the background
for this success:

» Productivity gains could not have been achieved without a stable regulatory
environment. That is, railroad managers and the capital markets supporting them
understood that the “rules of the game™ would not be changed. Clear policy signals

from the government permitted decisive and effective business decisions by the private
sector.

e Productivity improvements occurred without any appreciable government funding,
Private capital spending on U.S. raiiroads leads the world and has relieved U.S.
taxpayers of having to provide the billions of dollars in subsidies that citizens of other
countries must spend to support their national rail systems.

3 These bankruptcies began in 1969 and ended in the lawe 1970s.
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~ Since 1980, U.S. railroads have invested over $200 billion in track and equipment.4

—~ Since 1990, U.S. railroads have reinvested more in plant and equipment as a
percent of revenues than any other major industry sector in the United States
(Figure 5).

— Railroad capital expenditures as a percent of operating revenues continue to climb.
a trend which, if it continues, bodes well for U.S. shippers and consumiers (see
verified statement of Craig F. Rockey, Section ).

Massive re-investment in railroad infrastructure by the industry itself, using private capital
markets, should not go unnoticed by public policy makers, as it underscores an essential truth
that emerges whenever Congress or the STB are asked o change the balance of pricing power
between railroads and their customers: A stable and limited set of regulatory rules is essential to
foster the kind of capital investment that is required for sustained productivity gains by the
railroad industry. : :

As a net effect of productivity gains, railroads have been able to substantially reduce their costs
- and have passed along the bulk of savings in the form of reduced rates to shippers. Railroad

" freight rates have declined substantially since passage of the Staggers Act (sec Rockey statement.
Section VI). ‘

It is widely acknowledged that U.S. railroads have achieved many billions of dollars in cost
savings and have passed those savings on to shippers in the form of reduced rates (see Rockey
statement, Section VI). Intense competition has caused average railroad revenue per ton-mile to
plummet. When measured against freight rates charged by other railroads throughout the
developed world, U.S. rail rates are an extraordinary bargain (Figure 6).

Since railroad rates have declined. while unit costs have risen with inflation. U.S. railroads have
been able to attain profitability only through increased productivity (sex Rockey statement,
Section V). As demonstrated in Figure 7. the railroad cost recovery index has soared by 90
percent since 1980, while actual operating costs and yiclds bave declined by about 30 percent.
This kind of economic performance is not one typical of an industry with unbridled pricing
power and market dominance. Rather. such performance characterizes an industry that faces
intense competition with alternative transportation modes and that must struggle constantly to
lower costs and improve service — or else face the fate of any business in a competitive
environment that fails to innovate. :

If sustained productivity gains are critical to future U.S. railroad viability, how is the railroad
industry to continue to realize such gains? All the obvious means of increasing productivity —
the “low-hanging fruit” - have been already exploited. As depicted in Figure 8, all the avenues
that railroads have previously used to increase productivity have either been largely exhausted

4 U.S. Industry and Trade Outiook '98: DRI McGraw-Hill.
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(labor reductions, system rationalization, mergers), or are unlikely to'recur in the future because
they were one-time events (tax write-offs, fuel decreases).

In our opinion, the only substantial remaining option for railroads to achieve significant and
enduring productivity gains is to increase capital expenditures for newer. more efficient plant and
equipment. Capital expenditure will be required in many areas if railroads are to meet the
increasingly sophisticated demands of shippers for greater efficiency, improved flexibility and
responsiveness, and reduced costs, e.g.: :

e Larger railcars that can carry more weight, thereby improving car utilization
e Newer, more efficient locomotives with better power/weight ratios

e Improved track and signaling for faster speeds and increased track utilization
e Port/rail access networks and vards

¢ Doublestack capability, more efficient yards and switching for interchange and routing
efficiency

* Redesign of infrastructure to remove major bottlenecks and capacity constraints.

e Improved information systems. As the supply chains of U.S. manufacturers
increasingly rely on real-time information to reduce transportation and inventory costs,
railroad information technology must keep pace.

How much capital will be required? We estimnate that over the next decade, railroads will need
to at least doubie the amount of capital invested in the prior decade in order to lower costs,
increase revenues, and sustain economic viability. Evidence of this trend can be seen in the 1998
capital investment plans of leading U.S. railroads: CSXT has stated that it will increase its 1998
capital program by about 25 percent over 1997, to more than $800 million. according to
President and CEO A.R. Carpenter.6 And Norfolk Southern announced early this year that it
will invest $903 million in capital improvements in 1998, up 16 percent from 1997.7

But one major problem remains: Although U.S. railroads have improved their financial
performance, they still do not earn their cost of debt and equity. As demonstrated in Figure 9,
neither industry average return on investment nor return on equity equals the blended cost of
capital. The conclusion is obvious: any measures adopted by Congress or the STB that impair
the ability of U.S. railroads to achieve acceprable eamings and to raise capital will directly and
adversely impact the ability of railroads to sustain productivity improvements.

5 For example. the Union Pacific has recently announced that it intends 10 spend $2.4 billion in capital
wvmm l%mahmhmrsmngsm:mmnmwmgmmm&
GmemmmWM‘MNm.hmn. 1998.
7‘5903mlliouianinllmplmuleed.‘V‘u:h'mPﬂoulm 13, 1998.
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Figure 1
U.S. Domestic Intercity Freight Traffic by Mode
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Figure 2
Labor Productivity of Class | Railroads
versus U.S. Manutacturing and European Railroads’

(1980-1996)
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Figure 3
Growth of Intermodal Volume in the United States
(1980-1996)
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Figure 4
Key Statistics for Class | Raiiroads

Change
Measure 1580 1996 (1980-1996)

i Track network (miles) 271,000 177,000 -35%
i ) Number of locomotives 28,000 19,000 32%
Number of empioyees 458,000 182,000 60%

Number of freight cars® 1,711,000 1.241,000 21%

Freight volume _

(milion ton-miles) 919.000 1,356,000 +48%

'inchsxies Class 1, car

companies. shippers. and all other rairoads.
Source: Ralrosd Facts 1997, Association of American Railroacds: Mercer analysis.
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Figure 5
Annual Capital Expenditure as a Percentage of Revenues
for Various U.S. Industries

(1990-1985)

1990 | 1991 | 1982 | 1993 | 1994 | 1995 Avg
Manutacturing NA NA 35% | 33% | 34% | 38% 3.5%
Consumer Durables 22% | 24% | 24% | 24% | 21% | 21%
Paper and Alliod Products 86% | 74% | 62% | s7% | s56% | 56%
Pulp, Paper, and Papertiosrd Mills 16.7% | 184% | 140% | 99% 6.5% 65% 126%
Petrochemicals 7% | 79% | 67% | 63% | 55% | 4s5%
Piastic Materials, Resins, Synthetic Rubber | 78% | 77% | s54% | 61% | 68% | 54%
Pewoleum Refining 24% | 38% | 45% | 46% | 43% | 43% 9%
Swel Mits 51% | 63% | 46% | 36% | 46% | as% &%
Automotive Parts snd Acosssories S3% | 5% | 43% | 44% | 43% | s52%
Computers and Periphersis 3% | 32% | 34% | 32% ] 26% | 23%
Telecomnuniostions Equipment as% 3.0% 33% 34% 1% 35% 4%
Aircratt 20% | 8% | 286% | 24% | 1™ | 13% 1.9%
Missiies snd Space Vehicles 26% | 19% | 16% | 19% | 2% | 2% 21%
Asrospose 28% | 26% | 29% | 23s% | 23% | 21% 25%

e | 132% | 128% | 13a% | raom [ reax | i | 1s0x ]

Sources: Sistisscal Absiract of the Uinited Siates 1997, Rei Facts 1997, Arvveci Associston Rairoads.




Figure 6
U.S. versus European Rail Freight Rates
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Figure 7
U.S. Rail Productivity Gains
{1980-1996) ‘
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Figure 8

Sources of Railroad Productivity
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. Figure 9
U.S. Railroad Profitability versus Cost of Capital

Average
1979-1982 1983-1986 1967-1991 1992-1996
Return on investment (ROt) 3.3% 4.0% ) 5.4% 7.8%
Retum on equity (ROE) 6.9% 65% 8.5% 10.0%
Railroad cost of capital 14.5% 14.1% 11.6% 11.7%

Note: These are simpie averages of annual percent changes.
Source: Rairoad Facts 1997, Amatican Association of Rairoads: Mercer analysis,




Section li

U.S. industries must compete increasingly in a global marketplace. The United States’

" highly competitive, low-cost rail transport network supports the international growth and
competitiveness of U.S. industry. Furthermore, U.S. consumers benefit from the ready
access to global markets that the U.S. rail network provides for containerized and bulk
imports.

In recent years, the U.S. economy has been characterized by significant growth in international
trade. Additionally, the North American Free Trade Agreement (NAFTA) has dramatically
increased trade across the Canadian and Mexican borders. Efficient inland transport is critical to
the growth of U.S. export trade, as well as to ensuring that U.S. consumers have access to a wide
range of affordable imported goods.

« Exports as a percentage of GDP have increased from 7.2 percent in 198510 11.9
percent in 1997 (Figure 10). According to Standard and Poor’s DRI Transportation
Review 1997, “expons will be the fastest growing segment for many commodities™ in
the next ten years, “‘necessitating the ability to get goods to port.” Additionally, “future
buyers for U.S. goods will increasingly e overseas: m many mdmstnes goods will
have to be transported to ports and border crossings.”

e In 1995. U.S. rade with Canada and Mexico accounted for 55 percent of all U.S. trade,
amounting to $379 billion dollars. Canada and Mexico are the first and third largest
U.S. trading partners respectively (Figures 11 and 12).

e The United States is one of the leading exponers of bulk commodities. It originates
43.8 percent of world grain exports and 17.1 percent of world coal exports, makmw the
United States the number one exporter of grain and the number two exporter of coal
worldwide (Figures 13 and 14).

The United States’s leading position in intemational trade is attributable in no small measure 10

- our efficient, low-cost rail system. By providing U.S. exporters with low rail freight rates, U.S.
railroads are an important factor in the competitiveness of U.S. bulk and containerized exports in
the global marketplace.

»  Average rail costs per ton-mile are considerably lower than truck costs per ton-mile:

Class I rail revenue per ton-mile in 1995 was 2.5 cents compared to truck revenue per
ton-mile of 25.1 cents.8

Railroads handle a significant amount of U.S. exports and imports.

e The USS. Department of Agriculture estimates that 41 percent of grain exports in 1994~
1995 moved to ports by rail.? In 1996, 350,000 carloads of grain, valued at $5 billion,

3TmnspomnonmAnenca. 1996, Eno Transportation Foundation.
9U.S Depummlopr:ulnuelndAmmnAsocmmofRnhuds
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were transported by rail to ports for export. 10 According to the Department of Energy.
80 percent of coal moved to ports for export is transported by rail. Total U.S. coal
exports have been valued at $3.5 billion annually in recent years.!1

e According to the U.S. Department of Transportation, railroads carried goods valued at
$73 billion in our 1996 trade with Canada and Mexico. Railroads carried nearly S21
billion worth of goods exported to Canada and Mexico and $52 billion of goods
imported from these two countries. The leading commodities moving by rail in trade
with these countries are motor vehicles and parts ($37.6 billion); paper. paperboard,

. and wood pulp ($5.6 billion); chemicals and fertilizers ($4.1 billion); wood and
wooden articles ($4.0 billion); and plastics ($2.5 billion).12

e Railroads originated a total of 8.7 million trailers and containers in the United States in
1997 in intermodal service (which continues to be the fastest growing segment of rail
traffic ~ up 40 percent since 1990). An estimated 34 percent of this traffic is interlined
with international steamship companies, representing about 3 million units with a value
of $120 billion moving in offshore international trade.!3 This represents 35 percent of
all liner imports and exports.14

The United States, unlike many other countries. is heavily dependent on rail for international
trade. In Europe, by comparison, rail is a relatively insufficient factor in export and import
traffic. '

o In 1996, 26 percent of all freight tonnage, 40 percent of ton-miles and 12 percent of
revenue moves by rail in the United States. !5 Approximately 80 percent of coal and
41 percent of grain delivered to ports for export moves by rail. ‘Approximately 35
percent of intermodal imports and exports moves to or from ports by rail. 16

¢ On the other hand, rail represents only 17 percent of freight ton-miles in Western
Europe.!7 Intermodal exports and imports for Europe moving by rail have dropped
from 28 percent in 1982 to only 19 percent (based on 1992 figures. the most recent
availabie). This 47 percent drop in rail use shifted approximately 1.6 million additional
TEUs annually onto European highways. 18

e U.S. and European ports also differ widely with respect to their dependence on rail.
For example, an estimated 75 percent of Tacoma's, 70 percent of Seattle’s and 50

10 pgricultural Statistics 1997. USDA and Grain Transportation Report. USDA, March 2. 1998.
11 American Association of Railroads (data supplied by U.S. Department of Energy).
12 Transborder Surface Freight Data 1996, Department of Transportation Website (www.bts.gov), accessed 3/25/98.
13 American Association of Railroads. :
14 World Sea Trade Service Review. Q4 1997, DRI McGraw-Hill/Mercer Management Consulting. Inc.
15 Railroad Facts 1997, Ametican Association of Raitroads. ‘
16 1.5. Railroads and Inrernational Trade. American Associstion of Railroads.
“17 Transportation Swatistics Annual Report 1997, Chapter 10, U.S. Department of Transporution.
18 Contginers Inland 1994, MDS Transmodal.
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percent of Los Angeles’ and Long Beach’s port container traffic moves by rail. 19 By
contrast, containers move to and from the Port of Rotterdam (Europe’s largest
container port) predominantly by truck (41 percent of tons). while rail represents only
11 percent of container traffic to and from the Port (remaining 48 percent moves by
barge and short-sea feeder).20 Similarly, even though the Port of Antwerp is the
terminus of 12 international railway links, only 33 percent of imports (22 percent of
containers) and 17 percent of exports (13 percent of containers) leave and enter
Antwerp by rail.2!

Since rail is a minor factor in terms of European international trade, but an important
component for U.S. trade, it is easier for Europe to experiment with different access
regimes without running the risk ofdxsmpung the infrastructure that plays a key role in
supporting international trade.

* In summary, we believe that the burdens placed on the U.S. rail system due to the
implementation of a system of open access would ultimately reduce U.S. exports, drive rail
traffic onto higiways, and increase the price of imports to U.S. consumers. Why? Because as
we demonstrate later in our statement, the experience of countries that have adopted open access
regimes strongly suggests that U.S. railroads would be crippled in 1) their ability to raise capital
in the private sector for infrastructure investment, and 2) their ability to engage in differential
(Ramsey) pricing. Private capital investment and differential pricing are two of the fundamental
comerstones of post-Staggers public policy in the United States and critical to the strength of the
U.S. rail network. If they are threatened. as they would be if open access were adopted. the
favorable position of the United States in international trade would also be put at risk.

19 Mercer analysis (1996 estimates).
20 pon of Rotterdam Website (www.portrotterdam.nl). accessed 3/17/98.
21 Port of Antwerp Website (www.portofantwerp.be), accessed 3/17/98.
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Figure 10
U.S. Exports as a Percentage of GDP
(1985-1897)
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Figure 11
Leading Destinations for U.S. Exports
(1995)
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Figure 12
Leading Origins for U.S. Imports
(1995)
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Figure 13
Top 10 Leading Exporters of Worid Grain’
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Figure 14
Top 10 Leading Exporters of World Coal’
(1996)
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Section III

Forced access has been consxdered, but re)ected, by many ciuntries as a model for
restructuring their rail systems.

As we noted in the introduction, Mercer has assisted many countries throughout the world in
developing their rail restructuring programs. The authors of this statement have been involved
personally in most of these assignments, and therefore have firsthand knowledge of the strategic
choices faced by public decision makers trying to revitalize underperforming rail networks. Two
countries in particular — Argentina and Mexico — are especially instructive, because in each case.
the national governments debated whether to adopt a vertical integration or open access model of
rail restrucruring. In each case, open access was rejected for reasons discussed below. 22

Background

In the late 1980s and early 1990s, many countries, primarily in Central and South America,
found their rail systems in a state of near collapse. Other countries, such as those in Western
Europe, experienced a situation where the subsidies needed to continue domestic rail operations
and provide an acceptabie level of capital expenditure were becoming politically unsupportable.
Like the United States in the 1970s. rail reform became a political and economic imperative.

At the beginning of the process in several of these countries, two very distinct structural models,
each with unique and opposing characteristics, emerged as basic platforms for reform: vertical
integration on the one hand. and mandated open access on the other.

e Vertical integration: A vertically integrated railroad controls both access to its track
and operations over its network. In most cases, access to the railroad's network by
others is commercially negotiated. In a few cases, limited levels of access may be
mandazed by the regulatory authority for specific paities on selected routes where it is
deemed necessary to complete a logical network or route structure.

e Open access: Under open access regimes, multiple operators are permitted to provide
service over most or all of the network. Infrastructure is separated from operations,
with the infrastructure usually managed as a regulated monopoly by a separate
organization. The operating companies contract for access with the owner of the track.
If 2 vertically integrated railroad already exists, the government forces it to open its
wrack and facilities to alternative operators. Although extensively discussed by policy-
makers and frequently cited as pro-competitive, there are few examples of open access
actually being put in place in the sailroad industry. In point of fact, open access with
mpecttomhoadopennonexxststcdaypnmnlyasameory not as an actual mode of
operations. Where it actually has been implemented, e.g., the United Kingdom and
Australia, aspxnnons for increased competition have yet to be realized and subsidies

meuummmwmmmmsmemfmmum
rail sysizms in the late 1980s. See Best Methods of Raitway Restructuring and Privatization. Ron Kopicki and

Louis Thompson. Cofinancing and Financial Advisory Services (Privatization Group), The World Bank, August
1995.
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remain. Concurrently, there have been continuing issues of commercial complexxtv
and the perpemuation of extensive tegulation.

Two case studies of countries that have successfully restructured their railways as
vertically integrated businesses are presented below.

Argentina

Prior to 1993, Argentina’s state-owned Ferrocarriles Argentinos (FA) Railroad provided all
freight, passenger, and commuter rail services throughout the country. In 1993, FA subsidies
cost the Government of Argentina $1.3 billion (1 percent of GDP ), and the subsidy cost was
rising. The railroad had less than 10 percent share of the freight market and less than 6 percent
share of the intercity passerger market. Faced with a lack of investment in the transport system.
poor service quality, increasing competition from other modes. and massive subsidies. the
government decided that fundamental restructuring of FA must be undertaken immediately.

Initially, there was considerable expression of interest within the government for adopting an
open-access regime for the Argentine rail network. The primary objectives of the government
however, were to reduce the governmental subsidy burden and to promote private sector
investment in the rail infrastructure. In order to determine whether the government could
achieve its objectives within the framework of open access. Mercer conducted a series of
informed dialogues and discussions with prospective bidders in the private sector to ascertain the
likelihood that they would participate as bidders for the geographical freight and passenger rail
concessions created by the Argentine government. In every case. the private sector response
was that there would be no interest in bidding on a franchise and investing substantial amounts of
capital where a competitor could appear at any time and attempt to appropriate the economic
benefits of th= concession. Furthermore. the prospective bidders noted that. unless operationai
and infrastructure investments were coordinated, many inefficiencies and disputes were likely to
oceur. '

Based on this feedback. the Argentine government quickly decided that the concessioning of
ventically integrated franchises was the proper. indeed the only. effective approach.
Accordingly, the government separated freight service into six vertically integrated segments;
five of the six segments were concessioned io private operators. Inter-city passenger services
were transferred to the provinces. and commuter services were concessioned to private operators
as seven vertically integrated businesses.

The freight concessions mandated track access for intercity passenger operations, and the
commuter concessions mandated track access for freight and intercity passenger operations. But
no access was permitted for competing services by third parties within the franchises. Maximum
freight rates were established in the concession agreements and indexed over time.
Concessionaires were allowed to request an increase in maximum rates from a small regulatory
body established tc oversee the concessions. In practice, however, the rate ceiling has never .
been invoked because actual rates are substantially below the maximums aliowed.
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The restructuring has been a success in terms of deficit reduction and private sector inviestment.
The separation of rail services into vertically integrated businesses made the concession process
attractive 1o private investment. Despite the fact that, at the time. concessioning of government
rail operations was a novel concept, each franchise received multiple concession bids. which
provided the government leverage in negotiating target levels of private sector infrastructure
investment. In some cases, the concessionaires are investing greater amounts in the
infrastrucrure than required by their contracts and are providing higher levels of service in return
for longer concession periods and greater flexibility in tariffs.

The vertically integrated restructuring of FA also allowed a self-supporting railroad industry to
develop. Federal subsidies for freight concession services and intercity passenger services have
been entirely eliminated, and the subsidy for subway and commuter services greatly reduced,
from $1.3 billion in 1993 (mosty in the form of operating payments) to only $250 million
(primarily for capital expenditures) in 1996.

Both railroad productivity and efficiency have increased 2s a result of the restructuring. Between
1993 and 1997:

e Annual commuter passenger carokilomezers increased from 95 inillion to 148 million
(56 percent)

o Commuter passengers increased from 212 million to 456 million (115 percent)
¢ Freight volume increased from 11.1 million tons to 18.8 million tons (69 percent)
» Freight tons per employee increased from 353 to 3,760 (1.020 percent)

e The railway work force was reduced from over 100.000 employees to approximately
_20.000. notwithstanding the increase in passenger and freight traffic.

Despite these extraordinary gains, Argentina’s privatized system still faces challenges. Prior to
privatization. rail freight market share had declined to such low levels that some of the rail '
freight concessions are still not profitable. Nevertheless, a bankrupt, ran-down system has
succeeded in attracting substantial private investor interest, while at the same time drastically
reducing government subsidies and government regulatory oversight. The World Bank has
stated that the Government of Argentina is “clearly enormously better off financially under the
new system and [its] rail service has improved measurably."23

Mexico

Ferrocarriles Nacionales de Mexico (FNM), a state-owned rail monopoly, provided all freight
and intercity passenger rail services in Mexico prior to restructuring. In 1995, FNM lost 3.7

23 Best Methods of Railway Restructuring and Privatization. Ron Kopicki and Louis Thompson. Cofinancing and
FmancnlesorySewm(anamonGtwp) quidBank.Augusl 1995.
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billion pesos24 (approximately US$460 million) and was suffering from low productivity.
underperforming assets, and falling prices. Additionally. it was losing market share to truck.
The Mexican government decided to restructure the railroad to promote private-sector operating
efficiencies.

It was important to the government that the restructuring preserve economies of scale. attract
private investment, and increase competition. After considering the possibie options. it was
Mercer's recommendation to concession FNM, segmenting it into three vertically integrated
linehaul concessions, a Mexico City Terminal concession, and a number of light density line
concessions. The regulatory regime was carefully designed to be market-based. with minimal
government regulation and control, to ensure that concessions would be financially viable.
generating sufficient income to attract investment.

Once again, Mercer test-marketed the idea of open access (the British model) to railroads,
financial institutions, shippers, and other interested parties. Of all the options considered, this
approach received the Jowest ranking, because of the belief that it would diminish the value of
the concession, thereby defeating the objectives of strong private sector participation and
investment. Instead, the Mexican Government decided to emulate the U.S. model by
establishing 50 year concessions in which the concessionaires are responsible both for above rail
operations and track maintenance. As the FNM concessions are sold. the subsidy for freight
service is being eliminated. Only selected intercity passenger services will be subsidized.

The Mexican restructuring experience has been an unqualified success in terms of deficit
reduction and private sector investment.

¢ The first concession awarded — the 4.283 km Northeast Railway — had a net operating
loss in 1994 of 5.4 million pesos (US$675.000). In 1996, it was concessioned for
USS1.4 billion (for 80 percent of ownership interest), providing an implied 100 percent
concession value of USS$1.75 billion.

e The second concession, the 7.464 km Pacific North Railway (which has significantly
lighter traffic density than the Northeast Railway) sold last year for USS$525 million,
also despite prior operating losses of as much as 55.2 million pesos in 1994 (US$6.9
million).

® The concessionaires for the Northeast Railway (Transportacion Ferroviaria Mexicana)
recently announced a USS553 million. four-year infrastructure investment program.
The company expects a compound annual growth rate of 15 percent over the next 3-5
years.25 ’

* Initial interest in the third mainline concession in the Southeast. to be bid this year, has
been expressed by several consortia that include a wide range of private interests,
including North and South American rail operators and steel and mining companies.

2‘351;ﬁmforpemmgimininnaioudjmdyw-end 1995 pesos. Approximate exchange rate is 8 pesos=
.
25 ~Top News: North and South America.” Railway Gazetre. March 1998,
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The approach adopted by the Mexican Government vividly illustrates the capacity of vertical
integration to protect franchise values and to match the needs of infrastructure investment to
marketplace demand. Open access, on the other hand, tends to diminish franchise values and to
promote misalignment betweer: infrastructure investment and operational requirements.

Figure 15 charts the prices paid by buyers of vertically integrated rail systems in the United
States, New Zealand, and Mexico between 1988 and 1997, compared to the price paid by the
English. Welsh & Scottish Railway (EWS) consortium for the freight concession over the “open
access” rail system in the U.K. As indicated:

e Inevery verntical integration case, the buyer has paid a multiple of more than 1 times
the annual revenues produced by the system. In the case of the northeastem Mexico
concession, the buyers paid an extraordinary premium of 7.7 times revenues. even
though substantial investment was required.

o In the case of the EWS, the ratio paid was only 0.4 times revenues, just 30 to 40
percent of average U.S. values and a startling 5 percent of the value commanded by the
Mexican system.

¢ TranzRail paid 3.2 times revenues for the vertically integrated New Zealand franchise.
It should be noted that the Wisconsin Central Railroad was 2 lead investor for both the
TranzRail consortium in New Zealand and the EWS consortium in the U.K. Wisconsin
Cenural paid over 600 percent more for the vernically integrated New Zealand system
than for the open access U.K. system. This is a very clear indication that private
capital markets are willing to invest in vertically integrated systems, but are unwilling
to do so in open access regimes. unless the capital commitment is minimal.

What caused such a large disparity in valuations? In our opinion. the explanation is
relatively simple. In integrated systems, the owner is able to measure and capture the full
economic value of the business umit it is acquiring. The owner can match capital outlays
with customer demand and can gamer the efficiencies which occur when operating
decisions are coordinated with investment decisions. Moreover, without the threat of
“cherry-picking” of high margin traffic by potential competitors. the owner can engage in
differential. demand-based pricing. Just the opposite occurs in an open access regime.
Thus. as the examples of Mexico. New Zealand. and the U.K. illustrate, vertical integration
supports full economic value. while open access diminishes it.

If an open access regime was imposed in the United States, we can confidently predict that a .
large and dramatic downward valuation of railroad market values would occur, which in tumn
would have a devastating effect on railroad investment in infrastructure.

“Open” or “forced” access has been adopted in some countries as 2 means of creating
seamless service across political boundaries, but to date it has been minimally implemented
and has had limited success in increasing intra-rail competition, substantially reducing -
government subsidies to the rail network, or eliminating regulation. Three case studies are
presented below.
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Westermn Europe

Mercer maintains a large European transportation consultancy, with offices in Lisbon. London.
Madrid, Munich, Paris, and Zurich. We are, therefore, familiar with the state of railroad reform
in the region. We have also served as consultants to several European railroads. as well as to the
European Commission with respect to the introduction of “rail freightways™ to permit seamless.
cross-border rail freight trandport throughout Europe.

It is difficult to extract lessons from the European rail restructuring experience in relation to the
United States because rail and political structures are so fundamcntally different (see Figure 16).

The European rail system is: ‘

¢ Balkanized: many non-integrated national systzms

¢ Passenger dominated

e ROW owned by national governments

* Not an important factor in exporv/impor traffic

By contrast, the U.S. rail system is:

. Seamless; comprehensive, established interchange protocols exist between carriers
e Freight dominated

» - ROW owqed by private sector

e Impornant factor in exportv/impon traffic

Europe’s rail network historically has consisted of a series of government-controlied. highly
subsidized. passenger dominated national networks that for decades were focused on domestic
social — as opposed to commercial ~ agendas, with little thought and less action given to
transforming Europe into a unified entity that could collectively compete with the world’s major
industrialized trading blocks.

It is within this context that the European Union in 1991 issued its famous 91/440 Directive,
which called on all member nations to separate track ownership from operations, and to allow
free and open access to all would-be carriers of international freight26 over the rail network
within each member nation. Although Directive 91/440 mentions as one of its objectives the
introduction of “competition” into the European freight and passenger system, we doubt whether
any knowledgeable observer would quarrel with the proposition that the directive’s primary

26 Directive 914140, Section V. specifically limits transit rights and access to “international groupings™ or “railway
undertakings™ waich provide “international combined transport goods services.™ It is not applicable 10 domestic
rraffic within a s)vereign nation.
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objective was to force each sovereign nation within the community to focus on ways to achieve
efficient trans-European rail service. If each nation were required to give unfettered. non-
prejudicial access to one another’s rail networks, then perhaps a modus vivendi could evolve that
would facilitate seamless rail transport throughout the region, without the extensive border
exchange disputes, labor rule discrepancies, and equipment differentials that historically
characterized most European rail traffic. The EU’s objective, therefore, was to establish. by
regulatory fiat, a system of interchange rules, commercial imegration, and cooperation which has

_already existed in the U.S. for more 100 years. In other words, in the United States. private
sector commercial necessity (and the Commerce Interstate clause of the Constitution) created a
boundary-less system of rail access for customers which European shippers do not currently
enjoy ~ but which the EU understands is critical to its mission of forming a commerc:a] “union™
of sovereign states.

Thus. if 91/440 — and the creation of “‘open access™ regimes — is viewed from the perspective of
irying to create a pan-European rail transport system, we think it is a step in the right direction.
However, it is not clear that it will bring about greater intra-rail competition, reduce government
subsidies, or downsize government regulatory bureaucracies. For example. since January 1,
1993 (the effective date of Directive 91/440), less than a handful of companies have been
organized to tzke advantage of the Directive’s mandate requiring open. non-discriminatory
access to the national rail nerworks of EU member countries for the international transport of
goods. and these companies consist merely of freight forwarders that combine packages of cross-
border rail and truck hauling services for shippers. No consortia have emerged (except in the
U.K.) that actually own and operate their own rolling stock on rail trackage owned by others.27

While all EU members have separated infrastructure from operations as 2 matter of accounting.
only the U.K. and Sweden have adopted a structure that creates a true separation of rail operation
and track ownership, and (at least in principle) allows multiple operators to compete for rail
freight service.

Once again, it bears repeating that despite references to competition, we believe the “open rail
access™ mandated by Directive 91/440 was not primarily intended to address a “captive shipper™
problem. Rather, it was intended to improve the competitive position of rail versus other modes
and 1o address a service problem of antiquated, inefficient rail interchange protocols among

- sovereign nations.28 Indeed, the Directive's restriction of open access to “international”
wransport belies the notion that the EU desired unrestricted access by independent operators to
any and all shippers.

27hwasmcentlymzdlhujoimvmmbenmUPSdem:my'spcmlsewiuisp&mingmwits
own trains to deliver packages in trans-European service. If impiemented, this would be the first new entrant into
ui;mm&mdﬁamhshmmmmmﬁvemlm. (Journal of Ccmmerce, March 19, -
1998.)

28 The Preambie 1o Directive 91440 repeatediy refers 1 the need for “greater integration of the Community
transport sectox,” for operators 10 “behave in a common manner,” andotherhngmgethamducsthnm
mmmmsmohpcuve
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In contrast, U.S. shippers, in calling for open access, are concerned with the issue of rail pricing.
Applying the European model of open access to the U.S. rail network would make no sense
because that model was developed to deal with political integration. not pricing concems. In
addition, it would re-introduce a number of adverse consequences that have been removed from
the U.S. rail system, i.e.:

¢ Undermining of rail franchise values and disincentives for infrastructure investment
s Re-introduction of extensive regulation and pricing oversight

. Operational disputes

. e Constitutional compensation issues not applicable to nationally owned rail systems

» Potential need for government subsidization of under-funded infrastructure

The notion of open access potentially leading to the need for government subsidies is more than
mere speculation. As shown in Figure 17, several European countries have deliberately chosen
1o set access rates to their infrastructure at a fraction of full cost recovery. This implicitly -~ and
realistically — recognizes that third-party rail freight operators will have to be subsidized with
respect to their contribution to infrastructure costs if open access is to succeed in attracting new
entrants. An examination of the British Rail experience will illustrate these points.

United Kingdom

In 1991, British Rail (BR) received government subsidies of $800 million and generated
revenues of $4.6 billion. Its freight market share was less than 10 percent and declining.
Through restructuring, the government sought to reduce the subsidy, improve productivity and
service, create innovation in the industry, and increase rail market share.

The government chose an “open access™ scheme as it was thought that promoting competition
would be the best way to reduce costs and improve service. Regulatory oversight would be used
to prevent potential abuse by the owner of the infrastructure.

e BR was “unbundled” into 100 separate businesses to be sold individually io the pnvate
secto:. including six freight businesses and 25 passenger train operaxmo companies
(TOCs).

® A separate infrastructure owner/manager, Railtrack, was created and floated on the
Stock Exchange in 1996.

¢ An independent Regulator and Safety Inspectorate were created to promote
compeuuon and regulate abuse of monopoly power.

Access is managed by Railtrack and overseen by the Office of the Rail Regulator (ORR).
Railtrack is responsible for operator licensing, provision of paths, and train control: the ORR
reguiates service and contractual compliance and approves access agreements. Access rates are
charged on the basis of 100 percent cost recovery plus profit and based on ability-to-pay with
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minimum equivalent to marginal cost. There are separate charges for each line section and
traffic flow. Passenger services are subsidized by the Office of Passenger Rail Franchising
(OPRAF). Freight services are not directly subsidized.

The complexity of the transaction and the daunting potential impact of intense intra-rail
competition discouraged private participation and investment. reduced the number of bidders.
and depressed the value of the rail freight franchise.

e As previously seen in Figure 15, the value bid by EWS was a fraction of the value
normally commanded by integrated systems.

* Virmally no intra-rail freight competition has resuited from the transaction. A
consortium led by Wisconsin Central acquired five of the six freight concessions.
These were re-merged into the EWS.

o Bidding for the freight franchise was anemic. Two other railroads, Railroad
Development Corp. (RDC) and Anacostia & Pacific had expressed interest in the U.K.
freight businesses, but were deterred from bidding because the final structure chosen

was both highly complex and (because of open access) potentially risky.2%

¢ Inaddition to the absence of real competition. the open access regime is highly
complex and has increased government subsidy costs. In January 1997, it was revealed
that although Railtrack was showing a profit, it had a backlog for spending on
infrastructure of 330 million pounds (US$213 million). The UK. Rail Regulator called
the company's spending levels “wholly unacceptable.”30 The U.K. is not the only
country that has faced soaring subsidy costs since the separation of operations from
track ownership. Figure 18 shows that when the Swedish Government unbundled
operations and infrastructure, subsidies for track and ROW soared to over SK10 billion
per year (USS1.4 billion).

The results of open access in the U.K. have met with dismayed reactions. Chairman of the
British Railways Board, John Welsby, recently stated that “an objective assessment of the
performance of the privatised railway today shows that, in general. it is hardly better than it was
in the last two years of public ownership. That is a great disappointment....The situation is
particularly ominous because very significant additional public funds have now been injected
into the industry.”3! U K. Franchising Director John O'Brien has also noted that “performance
levels generally continue to concern and disappoint me."32

29 “US. Railways Seek Stake in BR freight.” The Financial Times, September 11, 1995, page 8.
30 ~Rail Spending is Challenged.” The Financial Times, USA Edition, January 18, 1997, page 4 (approximate
" exchange rate is US$1.55 = £1).
31 “Welsy Asks the Crunch Questions.” Railway Gazetre, February 1998.
32 mid. .
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Australia

Mercer has been retained as consultants for over a dozen projects in the last five years involving
the restructuring of the rail systerns in the Australian states of New South Wales (NSW) and
Queernsland. )

Nearly all railroads in Australia are government-owned. either by the states or the federal
government (Australian National Raxl) The few exceptions are private mineral-hauling
raﬂroads primarily in the northwestern part of the state of Western Australia. Historically,
interstate rail traffic in Australia has not been viable, for 2 number of reasons:

e Most railroads focused on intrastate business — investrent in the interstate rail network
had been woefully inadequate

e Government policies had significantly reduced costs of competing road hauiiers (e.g..
weight and load limits, taxation, road improvements)

e Network density was low

The Federal Government instituted a policy of “open access™ for critical government
infrastructure in the mid-1990s. in an effon to improve Australia’s competitiveness. This open
access policy applied not only to railroads, but to a variety of other xndustnes including power
generauon/transm;ssxon, water supply, and airports.

As in Europe. the individual Australian states have taken différent paths in implementing the
generic policy of open access, from a relatively simple internal financial change to allow
calculation of infrastructure access fees. to complete separation of the railroad into access,
infrastructure, and operating units. Those railroads that took the more extreme course typically
did so with the objective of not only opening the network to new operators, but to enable the
introduction of competition with respect to infrastructure improvements, which had historically
been controlled by powerful unions. Thus, these railroads are using open access to facilitate the
outsourcing of infrastructure maintenance. similar to the outsourcing implemented by many
North American railroads over the past 15 to 20 years.

The demand for open access has been very limited thus far, and no new operators have appeared.
Three organizations have contracted with existing state-owned railroads to operate dedicated
trains in competition with National Rail. typically only one train per week.

e SCT.2 ship container rorwarder. for 2 train between Melbourne and Adelaide
¢ Two forwarders for service between Melbourne and Perth

These “new™ services, however, are very similar to the “new™ services in Europe that have arisen
since Directive 91/440: they are simply freight forwarding operations that package existing rail
services for their customers. They neither own nor operate any equipment, nor do they have any
capital at risk.
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Several organizations (including existing railroads) have considered competing with New South
Wales’ Freight Rail to handle coal, but to date, no one has actually done so. because potential
operators have not been able to justify investment to enter the market. One shipper did decide 1o

" purchase its own rolling stock, but the volume fluctuations associated with export coal
subsequently led that shipper to contract with Freight Rail to provide service. Additionally. _
_ several railroads have expressed interest in purchasing Freight Rail’s coal network and above rail
assets, but not in 2 fashion which would provide multi-carrier competition.

The results of open access thus far in Australia have not produced marked improvements:

e Much of the rail network was not viable prior to open access, and open access has not
changed that situation.

o There have been significant additional costs to implement open access, most of which
have been borne by the incumbent railroads (in effect increasing their cost structure).
These costs have included increased internal organizational costs, loss of normal
internal above/below rail coordination, and the establishment of large and costly
internal bureaucracies (e.g., NSW has assigned more than 200 administrative personnel
to process any potential applications - there have been none thus far — for access over
the rail network by third-party operators).

¢  In addition, because existing state-owned railroads must demonstrate to potential new
entrants that their own above-rail operations are “fair and equitable.” each railroad has
had to reduce all of the business interfaces and issues which previously were resolved
through unified internal administration to a complex contractual agreement between its
. operations unit and infrastructure unit '

Lessons learned from case studies

The experience we have gained in observing and directly participating in rail restructurings has
allowed us to reach certain firm conclusions regarding the appropriate approach for public policy
makers to adopt with respect to the concept of “open™ or “forced™ access versus vertical
integration:

e Investment in infrastructure is more responsive to market realities when it is an integral
part of the rail service package. Infrastructure investment can be much more closely
matched to service levels in an integrated model.

o Integration of infrastructure and operations enables a railroad to maintain the value of
the railway franchise and attract sufficient capital to maintain assets. Open access may
require government investment because of diminished private sector interest.

o - Railroads are complex operations with high fixed costs, thus requiring substantial
economies of scope and density to be economically viable. Vertical integration ensures
- that economically efficient densities are retained, helping rail maintain its
competitiveness with truck. '
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o Despite the stated desire to promote competition, existing open access regimes are
-dominated by single operators.

o Differential pricing, which is critical to the success of many businesses, particularly
railroads (see Rockey statement, Section IX), is undermined by open access.

The World Bank agrees with many of these observations. In its review of a number of large
international railway restructuring projects, including Japan, New Zealand, the UK.. and
Sweden, the World Bank has stated that even where a railroad “enjoys effective monopoly

power,” the solution of allowing muluple operators to compete on the same track is
counterproductive:

“The costs of operating coordination and the inevitabie operating conflicts which
arise as the number of distinct services increases over a single line cancel out the
economic gains realized through managed competition. In addition, it is well -
established in railway economics that pricing based on elasticity of demand (“Ramsey
Pricing”) is the only economically efficient way to recover fixed costs without external
subsidy. Competition over a line, when it causes rates to fall significantly on .
otherwise profitable commodities, may undermine the economic viability of the line”

- (emphasis added).33

33MMahodsofRalum-Rmmngmdanum Ron Kopicki and Louis Thompson, Cofinancin
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Figure 15
Representative Railroad Transactions

(1988-1997)
Densit Pr

’ Per Price

. Route GTMs | Revenues | TTMs |{Revenues| Total Mile |toRev.
Transaction Year Miles | (billions) | (millions) |(mivmile)l (000/mile)|{ (millions)| (000s) | Ratio
UPMKT 1968 ' 3.100 183 $2§1.o 59 s$7T1.7 $286.0 | $923 12
Prosp/iC 1989 3,000 36.1 $500.0 12 $166.7 $554.0 | 81847 1.1
UP/CNW 1995 5211 721 $1,100.0 138 $211.1 $2.828.1 | $5427] 26
UP/SP 1996 13,715 269.9 $2941.5 19.7 $2145 $5,400.0 | $393.7 1.8
BN/SF 1995 8352 | 2222 $2,789.1 266 $3339 $5.200.0 | $622.6 19
CSX-NS/CR? 1997 10,701 2122 $3,586.5 198 $3352 [$10.700.0 | $993.9] 3.0
TFMW/FNM (NE)| 1997 | 2439 223 $226.7 9.1 $929 $1.7500 | $7175{ 77
EWS/UK 1996 9.600 44 $865.0 05 $90.1 $350.0 | $365{ 04
TranzRaiVNZ 1993 2.463 3.0 $1412 12 $57.3 $452.4 | $1837 32

Source: Mercer analysis.
Pending.




Figure 16
U.sS. and European Reilroads Compared

(1995)

Other Major Major East

‘US.Class I British Raif European® " European®
Freight revenue $32.3 billion $924 miltion $11.3 billion - $2.3 billion
Route miles 108,264 9,600 72.340 25,940
Employees 188,000 106,748 786,043 413,753

Freight cars 583,486 14,210 467,313 - 208.945

Freight to~-miles 1.3 tritiion 6.9 billion 105.3 billion 55.8 billion
" Passenger miles 5.8 bilion? 17.8 bidlion 138.4 billion 21.8 billion

Souu' mmmtm mmbMM‘l”?Smdy

A U.S. data except p

Wmmhum
SAR British Rail data is tor 1994,
“Msjor European raikoads included are DB. OBB. SNCF, DSB, SNCB, NS, FS, SJ. CP.

Major East Europsan raiiroads inciuded are PKP, CSO, MAV.




» Figure 17
Comparison of Eurcpean Countries’ Access Regimes

France Germany UK Itaty Sweden
Level ~30% cost 100% cost 100% cost plus ~30% cost ~15% cost
recovery recovery profit recovery recovery
by business some variation with minimum
unit by train type equivalent to
marginal cost
Mechanism
- Tarift or Negotiated) Taritf Tarift Negotiated Tarift Tarift
-~ Disaggregation Five 1.200 Thousands of line Main versus | | By vehicie type
hundreds of iows lines used
Scareity Pricing None Auction to By None None
conflicts
incentives ’ environment
(intermodal)
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Figure 18
Swedish Rail infrastructure Investments

- (1975-20085)
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Source: Mercer analysis.




Section IV

Forced access would likely result in protracted litigation, severe railroad system )
dislocations, and the need for 2 large bureaucracy to administer complex regulations.
Government subsidies would likely be required as well.

1f railroads were forced to offer access to independent parties, they would presumably demand
and be entitled to receive full ecopomic compensation (FEC) for the facilities and services
provided. FEC not only includes the variable costs associated with operational support
(switching, scheduling, yard operations, etc.) but also a fair share of fixed costs associated with
the acquisition, maintenance, and replacement of right of way assets (land, ties, track. ballast.
signaling, etc.). FEC could also include oppormunity costs associated with lost waffic,

_ contribution to profit, and other such costs. Determining FEC is not only extraordinarily
complex. but also subject to the interpretation of many variables and inputs. This would
inevitably produce contentious disputes between railroads and third-party operators, spawning a
large dispute resolution bureaucracy. Access agreements in themselves are an onerous part of
forced access, as thousands of new relationships between parties that were once integrated must
be defined and costed out (e.g.. in U.K. access agreements, even the use of washing and dressing
rooms by different crews was provided for).

This prediction is not the product of doomsday thinking or the search for worsi-case scenarios.
Rather. it is a realistic assessment amply illustrated by cases where railroads have disputed the
proper amount of compensation to be paid for granting operating rights over their facilities to
third parties:

¢ For example. in August 1993, Conrail petitioned the ICC to establish the appropriate
compensation that Amtrak should pay to Conrail for the incremental cost that Conrail
incurred as a result of Amtrak passenger service over approximately 1.600 miles of
Conrail track in the northeast United States (see Finance Docket No. 32467, Dec. 29,
1995). The major incremental cost was the cost of maintaining rail, ties. ballast. and
other track materials. i.e., maintenance of way (MOW) cost. The ICC asked the parties
to reach a negotiated solution. After 10 months, the negotiations were stalled. The
ICC then initiated a proceeding. Finance Docket 32467, to gather evidence and
adjudicated the issue.

— At the stan of the proceedings. each party proposed formulas that it suggested were
the appropriate methodology for the ICC to use in computing the MOW cost
caused by Amtrak trains on Conrail tracks. A total of nine separate formulas were
proposed. which produced average costs per train-mile ranging from $0.36 to
$2.55. a difference of more than 800 percent. (It thus became clear why the parties
were unable to reach a negotiated solution.) ’

- Ittook nearly two more years of hearings, expert testimony, pleadings, rebuttals,
" counter-rebuttals, and sur-reburtals before the ICC reached its final decision. In
" rendering its decision, the ICC alluded to the tremendous difficulty of finding a
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logical solution to such a highly complex issue. It noted that “no formulaor
methodology can perfectly determine how much different types of waffic contribute
incrementally to track maintenance costs” (page 8). Even after finally deciding the
issue, the ICC lamented that its decision was not a uniform precedent. but simply 2
one-time fix of an issue that was likely to recur unless the parties could negotiate a
nore permanent solution: “We caution the parties that acceptance of the model
here dces not imply that it will be accepted in future cases [because] the WSAC
‘model is extremely difficult to follow and needs revision™ (page 21).

Thus, this case study in adjudicated price setting illustrates all the perils which open access

» would unleash on the U.S. rail system were it to be implemented: complicated, lengthy,
contentious legal proceedings: complex. ambiguous pricing formulas: and temporary. ephemeral
results - in addition to the need for vastly increased regulatory resources to administer the
proceedings and arbitrate the results.

- Another example of this phenomenon — that forced access produces lengthy and complex
disputes - is evidenced by the ICC order issued in 1982 requiring the UP to grant trackage rights
“to the SP over its main line from Kansas City to St. Louis. Once again. the dispute between the
parties centered on the proper compensation to be paid by the SP to the UP. In this case, the
dispute was not resolved for nine years. Between 1982 and 1991, the ICC had 1o issue four
separate decisions, undergo numerous judicial appeals. and issue multiple clarifications before
* the matter was finally put to rest.34

These cases illustrate a fundamental problem that proponents of forced access often overlook (or
choose to ignore): The railroad right-of-way in the United States is owned by private parties, not
by the Federal Government. This property cannot be appropriated against the will of the owner
without adequate compensation. The imposition of any kind of forced access over U.S. railways
by third-party operators would most likely produce a maelstrom of litigation and other legal
action, thus probably delaying actual implementation by many years.

Absence ot real competition

" There is little evidence that forced access produces true, multi-operator competition. The U.K.
experience is instructive. Prior to restructuring. the British Govemment anticipated that open
access would produce extensive competition. e.g., that of the 12,000 track-miles carrying
trainloads of aggregates, coal, petroleum. and steel, at least half would carry trains operated by
more than one company and more than 25 percent would carry wrains operated by more than
three companies.35 In fact. open access discouraged robust bidding for the rail freight
franchises. The Chairman of one of the potential bidders, Railway Development Corporation

34 1CC Finance Docket 30.000 (Sub-No. 8. 16, and 25).
35 wRail Freight Privatization: The Government's Proposals,” British Department of Transport, May 1993,
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{which subsequently declined to participate), was quoted as saying, “The U.K. has chosen by far
the most difficult railway environment I have ever seen.”36

The end result was that British Rail received only two bids, and the winning bidder, Wisconsin
Central, was only interested in proceeding if it faced no intra-rail competition. A consortium led
by Wisconsin Central uitimately absorbed five of the six rail freight franchises. accounting for
virtually all major freight movements in the U.K.37 As Ed'vard Burkhardt, CEO of Wisconsin
Central, noted, “A flowering of competition is not yet among the notable successes of the British
rail industry.”38

The British experience is mirrored by the course of events in New South Wales, Australia. where
no operators have chosen to chalienge Freight Rail, the existing state-owned railway. even
though open access has been mandated by law.

In our experience, the dearth of new entrants in these situations is not surprising, because the
barriers 10 entry are high. Even if an appropriate pricing structure can be agreed upon. the new
entrant must negotiate contracts with shippers, assemble rolling stock and personnel, aad
construct a business plan that can be sold 1o the capital markets. We believe the Iast point to be
the ultimate hurdle. In our practice, we advise commercial and investment banks on an almost
daily basis. These banks simply are not willing to commit capital to rail operations where
potential profit can be competed away by other new entrants. Thus, even the threar of additional
competition scares off investment capital. Indeed, even before EWS was able to obtain financing
for new locomotives, its lenders had 1o be assured that EWS had essentially secured a dominant.
if not monopoly, position in the UK.

Bursaucracy and transaction costs

We have aiready noted that in New South Wales, the state-owned railway established an open
access administrative group of approximately 200 people to handle potential applicants for
operating rights over the NSW system. But it is not just the existing operating railroads that have
had to expand their work forces to deal with open access issues. Government and regulatory
bodies must respond as well. For example. the following scene occurred recently in the UK. (as
reponied in Modern Razlway.t)

When ScotRail (one of the new passenger franchises) wanted to implement iong-
standing plans to step up the Edinburgh to Glasgow service from two to four trains an
hour, a meeting of 45 senior people, including Rail Regulator John Swift, QC, spent

3% He:ry Posner. quoted in “US Railways Seck Stuke in BR Freight.” The Financial Times, September 11, 1995
page

37Fmgl\dmet, which umwd\omymg mmmnmmdmms. was purchased by another
consortium.

33"Cmpwuveml.amsfmmcrmnnm F. Wilner, J | of Transp ion Law, Logistics, and
Policy. page 10.
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the whole day on 3 August in an unsuccessful attempt to decide - in essence —
whether they could, or could not, depart at precisely 15-minute intervais.3?

The World Bank has commented on the compiexity of the U.K. system. noting that its
implementation required “a mountain of legal documentation....Scaling this mountain has been
described as the largest single legal task ever undertaken in the whole history of British
commercial law.”40

Since forced access is bound to quite dramatically increase disagreement and disputes over
pricing and operational issues, we believe that it is inevitable that the existing regulatory
bureaucracy would have to expand in kind to resolve these disputes.

Government subsidization

Mandated compensation, as opposed to market-driven, negotiated rates. will inevitably result in
I misallocation of resources and an economic windfall either for the infrastructure owner or the

g third-party operator. For example, in the U.K_, Railtrack (the infrastructure company) has had a
huge stock price run up; the market views it as a “money machine.” But there is no self-
executing mechanism for assuring that revenue aliocation will be fairly balanced between the
operator and owner, or that infrastructure investments will be coordinated with operational
needs.

o If revenue allocation is tilted toward the infrastructure owner, third-party operators will
eventually exit from the business. producing uncertainty and confusion for customers.
The operators will then have two choices: Either change the balance of compensation
by litigation or legislation, or seek financial support from government sources.

o If revenue allocation favors the above-rail operator, the infrastructure owner will be
deprived of investment capital. If insufficient private investment is available. pressure
will be put on the government to make up the shortfall.

As previously noted. the World Bank has observed this phenomenon in Sweden. where
ownership of infrastructure was segregated from above-rail operations. Figure 18
demonstrates the explosion in rail infrastructure spending by the Government after the
repeal of vertical integration. As noted by the World Bank: “To date, no effective
governance procedures have been developed in Sweden to assure efficient, balanced,
productive investment in rail infrastructure "4}

39 Modern Railways. October 1995, page 597.

40 Best Methods of Railway Restructuring and Privatization. Ron Kopicki and Louis Thompson. The World Bank,
August 1995, page 233. ) :

41 hid. page 201.
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This theme is echoed by the EWS in the U.K.: “With separation of track control from train
operations, I can’t call my chief engineer, and say he must build this or that, and I can’t
engineer the right-of-way for the characteristics of the freight we carry.”42

The lesson is clear: The separation of ownership from operations is problematic. at best,
with respect to revenue allocation and coordination of investment. Who picks up the tab if
investment resources are misaligned? In the U.K., it is the taxpayer. Although
government subsidies were predicted to decline substantially as a result of open access and
privatization, thus far this does not appear to be the case.: The subsidy of approximately 1
billion pounds received by British Rail between 1993 and 1994 rose to 2.1 billion pounds
in 1994-1996, and is expected to setle at 1.9 billion pounds for 1997-1998.43

‘We do not believe that it is unreasonable to suggest that, given the investment
disincentives imposed by open access, and the resource misallocations experienced in the
U.K. and Sweden, the U.S. taxpayer is at risk for subsidization contributions if open access
should be implemented in the United States.

Revenue siphoning and devaluation of rail franchises

Historical experience demonstrates that where open access to existing rail infrastructure is
allowed. new entrants will seek to “cherry pick” the most profitable business. leaving the railroad
with lower-margin customers, lower profits, and less capital investment. For example, the threat
of “cherry picking" produced bids of only 40 percent of revenue by prospective franchises in the
U.K.. whereas in Mexico, even though rail is much less competitive against other modes than in
the U.K.. franchisees bid up to 150 percent of revenue for the right to operate the concession. In
New Zealand, the price/revenue ratio was 3.2 to 1.0.

The threat of “cherry-picking™ is just another way of describing the demise of differential
pricing. Open access directly invites new entrants to target an existing operator’s most profitable
wraffic. Would U.S. airlines be profitable if new entrants, using incumbents’ equipment, were
allowed 10 capture the high-priced business customer? We don't believe so. And in the case of
open access, U.S. railroads would suffer from similar siphoning of high-margin business.

Risk to capital investment

All of the inevitable effects of forced access - litigation, re-regulation, system dislocations,
fragmentation, loss of economies of scale, cherry-picking — would produce one ultimate result:
It would discourage the massive, private sector capital investment required over the next decade
to sustain railroad gains in productivity. Railroads have exhausted traditional means of
increasing productivity and sustaining profits, e.g., labor reductions, system rationalization, and
differential pricing. New equipment and technology is vital to sustain a healthy U.S. rail system.

42 Edward Burkhardt, CEO of Wisconsin Central, quoted in Wilner, page £.

43 British Depmmem of Transport Press Notice. “Transport Secretary Announces Forward Spending Plans.”
. November 28, 1995
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Conclusion

In summary, based on our experience in other countries, we have grave reservations about the
wisdom of applying forced access to the market-based operating environment of the U.S.
railroad system. It is not in the national interest to roll back the clock to a pre-Staggers Act
system of regulatory intrusion into an environment that, we believe, has struck a fair balance
between U.S. railroads and their employees, shareholders, and customers. Forced access. if
adopted, would result in a radical restructuring of the existing environment. without any
compelling evidence from the experience in foreign countries - indeed in the face of substantial
evidence to the contrary - that any net benefits would resuit.
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Appendxx A. Quaiifications and Experience of William J. Rennicke

and Allan E. Kaulbach

Selected Worldwide Restructuring and Privatization Experience

Railway Client Objectives Status
M - Ferrocarriles Privatize operations under multiple Sale of first two concessions for
Nacionales de Mexico concessions to achieve commercial | more than $2 billion
viability, establish access
arrangements, assist in drafting
restructuring law
Buenos Aires commuter | Privatize passenger rail operations in | Commuter rail and subway systems
rail and subway; Argentine | Buenos Aires under muitiple successfully concessioned:;
national rail system concessions; establish access legisiation passed
arrangements, assist in drafting
privatization/restructuring legisiation
for national passenger and freight rail
service
EFE - Empresa de los Privatize freight operations and Freight service successtully
Ferrocarriles del Estado | equipment; open access regime privatized but only one bidder stayed
(Chile} established by law in process
Grand Trunk Western Spin off Central Vermont Railway Transaction completed with sale to
(U.S.) subsidiary of RailTex (U.S. holding
company for regional railroads)
Long Isiand Rail Road Consolidate and privatize freight Transaction completed with
(u.s.) - operations to achieve commercial concession to a subsidiary of
viability under concewon Anacostia and F'aific Corporation
arrangement ‘
New Zealand Rail Due diligance to evaluate railway Transaction completed with sale to
‘ - operations and finances in support of | Wisconsin Central (U.S. regional
Pl privatization railroad)
&Aungav) rian State Raiiway Mercer restructuring plan accepted
(ﬁl(P) . currently irrplemommg
Czech Railways (CD) - Restructure organization, operations, | Mercer restructuring plan accepted
and governance and identify
legal/reguiatory changes to
commercialize stste-owned railway
OSIwm}RWSWMwZA-OIMMAM Mercer Management Consulting Page |
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Raiiway Client Objectives Status

State Rail Authority (SRA) | Strategic review of SRA: Mercer recormmendations accepted,

of New South Wales benchmarking, restructuring, restructuring underway
Jovermnance structure

British Rail (BR) Examine restructuring options and Work completed. analysis used in
fikely economic impacts of open responding to access mandates
access mandates on BR

Amtrak (U.S.) Restructure organization into Business design accepted and
strategic business units and conduct | implemented with Mercer assistance;
network analysis to achieve self- ongoing performance improvement
sufficiency goals work

Gabon State Railway Privatize Gabon railway Final evaluation of two remaining

bidders

Angoia State Raitway Reopen Malange Corridor Private-public relationship developed

Queensiand Rail, Strategic review of railway Business design accepted,

Queensland Depts. of competitive access regimes restructuring underway to meet

Transpoit and Finanice worldwide and development of a commercial objectives

(Australia) business design for Queensiand Rail :

: | to meet govemnment's commercial

objectives

South Africa Rail Develop concession structure and | Development of concession

Commmuter Corporation facilitate negotiations for contract; structures and demonstration project

(SARCC) develop demonstration project underway

’ concession for a private sector

operator
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Wiiliam J. Rennicke

Mr. Rennicke, a Vice President in Mercer Management Consulting’s Transportation Group. is
responsible for Mercer’s worldwide surface transport practice. He specializes in transportation
strategic planning, management, marketing, economics, and operations, and has particular :
expertise in restructuring and organizational redesign to improve financial and operating
performance of railways around the world.

Mr. Rennicke’s railway career spans three decades, including senior management and operating
positions at Class I railways. He has been in the forefront of railway restructuring activities for
both private and government-owned railways, and has also managed the development of many
strategic and financial planning, simulation, and control models for railways. He has worked
with senior management, boards of directors, and senior government officials on numerous rail
restructuring, privatization, and commercialization projects carried out by Mercer. His recent
experience includes the following:

o For Amtrak, the U.S. national passenger system, Mr. Rennicke assisted the chairman, the
board «.f directors, and senior management teams in designing a long-term strategic plan for
restructuring Amtrak into strategic business units to improve operating and financial
performance. He has served as a senior advisor in all aspects of Amtrak s restructuring

program.

e Mr. Rennicke served as a senior advisor to one of the seven largest North American Class 1
railroads in its attempt to acquire another Class I railroad. He assisted senior management of
the raiiroad and an international investment bank in the valuation of the acquisition target and
in structuring the transaction.

¢ Working closely with officials from the Hungarian Ministry of Transport, Communications,
and Water Management, with senior railroad officers, and with World Bank representatives,
Mr. Rennicke directed Phases I and II of the development of a business plan for the
Hungarian National Railway (MAV). The Phase I study outlined six strategic options that
could lead to the long-term restructuring of the railway. The study also provided the ‘
foundation for developing a commercial approach to the conduct of the railway’s business.
establishing a wide range of relationships between MAYV, the federal government, and other

- public agencies in Hungary. Intemal and external benchmarking provided anamable goals in

- terms of the best practices of European and North American railroads.

In Phase IL he directed Mercer's development of the business plan and detailed
organizational design for the option selected to establish a commercial, market-based
structure for MAV. Phase II aiso involved development of the business plan for a
restructuring agency established to manage non-commercial assets, resources, and services
not included in the new rmlway

Mercer Management Consulting, Inc.
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o Inaproject funded by the U.S. Trade and Development Program, he directed the
restructuring study for the Polish State Railways (PKP), the largest state-owned enterprise in

? Poland. Mercer developed a new strategy for freight and passenger services that will enable
5 : the railroad to reduce government operating subsidies. One of the project’s cornersteues is a
railway financial planning, control, and simulation computer model that Mercer constructed
and customized for PKP’s use. Mercer also conducted a comprehensive analysis of PKP's
operations and operating environment, including an exammauon of the Polish economy and
the rapidly evolving European transport market.

e Mr. Rennicke directed Mercer’s extensive participation in the Government of Argentina’s
program of privatization and commercialization of state-owned enterprises. Mercer
evaluated Ferrocarriles Argentinos for a large international bank considering a debt-equity
swap, and subsequently has assisted the Government of Argentina in planning and executing
2 program to commercialize the commuter railroads and subway system in Buenos Aires.
Mercer is now assisting the Government in establishing a policy to govern the
commercialization program, segmenting the rail lines, developing the RFQ and RFP for the
lines, locating and qualifying potential bidders in North America, Europe. and the Far East,
working with those bidders to promote interest in investing in Argentina. and evaluating the
statements of qualifications and proposals submitted by the bidders.

* . Mr. Rennicke directed a strategic planning study for Deutsche Bahn (DB). which was used to
develop organizational structures and practices for DB's participation in the commuter rail
sector.

e Mr. Rennicke co-managed a major multiyear strategic study for one of Europc s largest
publicly owned railways. The study identified historical freight traffic trends and future
projections, based on the changing European logistics and distribution environment. The
study also analyzed major segments of the passenger tran-portation market to identify
opportunities for cost and productivity improvements. For this project, Mercer empioyed a
comprehensive internal and external benchmarking approach that provided a method for
statistically comparing the performance of the client railroad with its own best practices and
those of other international railways. The project also focused on developing a set of
mvesunent priorities for both public and private funding, and it established a wide range of
sales concession and fmnclusmg strategies for the restructuring of thc railway.

Before joining Memet Mr. Rennicke held various senior positions at the Boston and Maine
Railroad. He is a member of the Transportation Research Forum and the Council of Logistics
Managemnt.

Mr. Rennicke holds a B.S.B.A. in accounting from the School of Business Administration at
Georgetown University and an M.B.A. with a concentration in transportation and logistics from
the University of Minnescia.
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Allan E. Kaulbach

Mr. Kanlbach, a Vice President in Mercer's Transportation Group, leads Mercer's worldwide
transportation transactions and asset management practice. He has over 20 years of experience in
the railroad industry as an ICC attorney, private practitioner, regional railroad executive. and
consultant. In his extensive involvement with Mercer’s large-scale railway restructuriag
assignments in North America, South America, South Africa, the Pacific Rim, and Emope, M.
Kaulbach has focused on the transactional, institutional, and legal elements required in complex
political envircnments to support restructuring, privatization, and commercialization 41
transportation enterprises.

Mr. Kanlbach's recent projects include the following:

o For the South Afnca Rail Commuter Corporation (SARCC), he is leading the Mercer
teamn that is advising the SARCC and Metrorail, the incumbent service provider, on
developing a negotiated concessioning agreement.

1 e For Ferrocarriles Naciénales de Mexico (FNM), the Mexican national railway. he

served as a senior project advisor in designing restructuring options and a
privatization strategy that has resulted in two long-term concessions to consortia.
including North American Class I railroads.

¢ For commuter rail lines in Argentina and for freight lines in Chile, he co-led the
Mercer team that developed a privatization strategy and successful divestitures to
international consortia.

o For British Rail, he managed Mercer’s study of the possible economic impacts of
open access.

P ¢ For the World Bank, he was senior project advisor on a study of private financing of
toll roads.

' o For an international group of private investors, he co-led the acquisition due diligence
: team for investment in a Pacific Rim railway.

, ' e For members of an international consortium, he directed Mercer’s due diligence team
b ‘ supporting the consortium’s acquisition of the passenger operations of a Pacific Rim,
govermnment-owned transport company.

¢ - For Queensiand Rail in Australia, he directed a strategic review of the impacts of
competitive access and conducted a seminar for senior government officials on
worldwide experience in railway reform and restructuring.

e For a joint laborlmanagemeﬁt steering committee of the Chicago Transit Authority

(CTA) and Regional Transportation Authority in Chicago, he is co-leading a strategic
review and implementation process for commercialization options at the CTA.
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' ¢ For Grand Trunk Corporation, he led the Mercer team advising on a divestiture
strategy for its subsidiary, the Central Vermont Railway, which resulted in a sale to a
regional railroad.

e For a regional railroad holding company, he is leading the Mercer a&visory team on a
divestiture strategy for the company and its subsidiaries.

e For the Long Island Rail Road, he led the Mercer team advising on a divestiture
strategy for its freight operations, which resulted in a sale to a regional railroad.

e For a Midwestern state, he was project manager and advisor to senior Department of
Transportation officials in a study assessing alternative use strategies for its rail
assets, and in the implementation of the study’s recommendations.

» For CS First Boston and the Board of Directors of Kansas City Southern Industries,
he led Mercer’s development of strategic options for the Kansas City Southern
Railway.

e For Amtrak, the U.S. national passenger system, he served as Mercer’s project
manager and as advisor to Amtrak’s senior management in designing a long-term
strategic plan and restructuring of the railroad into strategic business units.

, » For a North American railroad, he directed an unbundling analysis and
: implementation strategy for the disposition of real estate rights and assets located on a
100-mile corridor between two metropolitan areas.

Before joining Mercer, Mr. Kaulbach served as a vice president, director, and member of the
executive committee of the Providence & Worcester Railroad Company (P&W). Before joining
the P&W. he was in private law practice in Washington, D.C., specializing in transportation and
administrative lJaw. During the reorganization of Penn Central and other bankrupt railroads into
Conrail pursuant to the Regional Rail Reorganization Act of 1973, Mr. Kaulbach served in the
Office of Public Counsel, Rail Services Planning Office, Interstate Commerce Commission. He
served as public counsel to several New England states and closely supervised and coordinated
the field efforts of attomeys in 17 states.

Mr. Kaulbach was a founding member and vice-chairman of Reginnal Railroads of America. He

received a B.A. in English from Fairfield University and a J.D. from Georgetown University Law
Center. He is admitted to practice in the District of Columbia.
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Appendix B. Qualifications and EXperience of Mercer Management
Consulting, Inc.

Focus on Growth

For a quarter of a century, Mercer Management Ccnsulting (Mercer) has been helping senior
executives of major corporations lead their organizations to growth and prosperity in the face of
industry upheaval, marketplace change, and competitive realignment. Our in-depth, integrated
knowledge of cusiomers, competitive economics, and alignment enables us to formulate creative
yet practical strategies for long-term business success.

Drawing on the full talents of our 1,100-member international staff, we design our consulting
teams to include the mix of functional expertise and industry knowledge best suited to each
client’s needs, while at the same time maintaining a general management perspective. Our
reality-based approach to consulting consistently produces tangible, substantial results for
clients. helping them achieve their full growth potential, enhance their financial and operating
performance, and maximize their shareholder value.

Mercer maintains offices in Boston, Buenos Aires. Chicago. Cleveland. Hong Kong, Lisbon,
London, Madrid, Montreal, Munich, New York. Paris, Pittsburgh, San Francisco, Toronto,
Washington, D.C., and Zurich. The firm is a member of the Mercer Consuilting Group, the
global consulting organization of Marsh & McLennan Companies, Inc.

Mercer's private sector clients — most of them Fortune 500 firms - include a wide variety of
transportation companies, consumer products firms, retailers, industrial companies, financial
institutions, trar+] and leisure companies, telecommunications service companies and equipment
manufacturers, electric and gas utilities. and other energy companies. Mercer’s public sector

" clients include many of the world’s largest government-owned railways, international financing
institutions such as the European Bank for Reconstruction and Development, the World Bank,
and the U.S. Trade and Development Agency: national and state governments: regulatory
agencies; and operating authorities around the world.

Transportation Consulting

Mercer’s Transportation Group is one of the largest consultancies in the world, providing a broad
range of assistance to transportation carriers and to the users and regulators of transportation
services. Mercer is actively engaged in projects across the full range of the transportation sector.
The Group also offers capabilities in international market research, evaluating new busiaess
opportunities, developing strategic plans and specific marketing plans, designing the
organirition structures needed to manage businesses, and implementing transportation services.

Mercer’s transportation clients include national and regional governments on six continents as

well as many of the world’s largest railroads, motor carriers, leasing companies, and industrial
and consumer manufacturing firms.
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Mercer’'s Rail Practice

Mercer’s Rail Practice employs the largest and most experienced staff in the world dedicated to
the rail industry and is widely recognized as the Jeading management consultancy 1o state-owned
and private freight and passenger railroads. It has carried out major strategic, operational. and
financial planning and evaluation assignments for nearly all major railroads in North America
and for state-owned railways in Europe, South America, and the Pacific Rim.

Mercer is known for its innovation and creativity. Mercer staff were heavily involved in the
restructuring of the bankrupt northeastern U.S. railroads into Conrail, both as consultants and as -
senior managers at Conrail. Mercer also spearheaded the regional railroad movement in the
United States following deregulation, and has led the development of unique public-private
partnerships and operating agreements that have helped railroads recover from bankruptcy and
compete effectively in a deregulated environment.

htnmmm.ow.wm’nimlm Mercer Management Consulting Page 2
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Selected _Mercér rail projects

Mercer recently advised the Uruguay Ministry of Transportation and State Railroad
Administration (AFE) on strategic cptions for restructuring AFE. After providing AFE
with a diagnostic assessment of its current operations, Mercer analyzed its potential
market, projected AFE’s financial performance under alternative operating and market
scenarios, and evaluated its strategic options based on the interests of the key railroad
stakeholders.

Mercer is helping the Government of Peru with the complete privatization of its rail
and port operations. Mercer is establishing goals and objectives, performing financial
modeling to estimate the value of each asset to be privatized, formulating a concession
strategy, proposing adaptations of the current legal and regulatory framework to fit the
needs of foreign investors, and assisting with promotional aspects and the bidding
process.

For the Government of Chile, Mercer managed the sale of a majority interest in its

railway freight operating company. A key responsibility of Mercer has been helping to
structure the institurional relationship, embodied in an operating contract, between the '
freight operating company and the state-owned railway infrastructure company.

Mercer is advising the State of Rio de Janeiro on the concessioning of Flumitrens. the
commuter rail company for the Rio de Janéiro metropolitan area, which oversees 264
route-kilometers and 95 stations on five principal lines. The 25-year concession
contract will cover the operation, management, maintenance, and commercial
development of the Flumitrens network. and will involve managing a major capital
investment program to rehabilitate rolling stock and infrastructure. The investment
program will be funded by the Government, with partial financial support provided by

the World Bank.

Mercer has conducted a financial analysis of the concession, advised the State on key
issues concerning the concession framework and bid process, identified potential
international concessionaires. and organized a *“road show” to present the Flumitrens
opportunity to potential bidders. Mercer will also assist the State in evaluating
concession bids.

Mercer helped the Government of Gabon with the concessioning of its national railway
system. Mercer first conducted a detailed assessment that covered such areas as:
evaluation of infrastructure, rolling stock and other physical assets, and human
resources; assessment of service levels and fare structures; analysis of the legal and
regulatory environment; analysis of current traffic and development of traffic forecasts;
and evaluation of the railroad’s cost structure, operating efficiency, and performance.
Mercer then evaluated the feasibility of concessioning the railway from technical, legal,

~ economic, and financial perspectives, in order to develop a solid framework within

which the Government could evaluate prospective bids. This step included multiple

Bos1/Trans/Sieproe&Johnson/S AJO02A-01/Outline/Appendix B/AppB-2 doc Mefcer Management Consulting Page 3
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subtasks suchas: assessing the financial viability of the new organizatior: and
clarifying its rights and obligations vis-2-vis its employees; establishing procedures for
equipment transfer or lease; and developing a proposal for railway personnel who will
not be retained. Mercer also drafted legal documents pertaining to the concession,
including the master concession contract, a track usage agreement, and a pro forma

equipment lease agreement.

1 Mercer also assisted with the bidding and selection processes and prepared all related
3 documentation. The sales prospectus developed by Mercer included detailed
3 information about both the country and its transport and railway sectors, as well as

~ relevant regulatory, bidding, and contractual documents. Throughout the project,
Mercer provided ongoing implementation assistance to the Government of Gabon.

] o ¢ For the national railway of Chilc, Mercer developed a strategy to privatize its freight

k services. Mercer evaluated the railway’s freight operation and developed a strategy to

i ; ensure successful privatization while securing a fair return on the value of state-owned
assets. Mercer prepared the sale prospectus and terms of reference, worked with the
railway to solicit bidders internationally, and provided information requested by
potential bidders. The railway was ultimately sold to a single bidder. Mercer is also
assisting with the ultimate transfer of assets.

e  For the Kazak Ministry of Transport, Mercer helped to position the Kazakstan railway
system for restructuring and commercialization. Funded by the World Bank. the
project involved training Kazak personnel in the principles of market-economy railway
systems and developing a series of recommendations for the reform of the railway
sector in Kazakstan. The in-depth training program. composed of 17 Kazakstan-based
seminars for railway and Ministry of Transport personnel, included a three-week study
tour to railways in Europe and the United States. Mercer’s recommendations to the
Kazak Ministry of Transport addressed the railroad’s organizational structure. its
linkages to non-rail sectors in the Kazak economy, capital planning, arresting
infrastructure deterioration, and improving commercial capabilities.

e Mercer helped the Government of Argentina to privatize its commuter railroad lines
and subway by establishing a privatization strategy, preparing marketing materials and
bidding documents, and arranging follow-on visits by potential operators to inspect the
facilities in Buenos Aires. Mercer helped to establish government agencies for
overseeing the safety and commercial activity of the newly privatized rail sector, and
worked to recommend a structure and organization for them. Mercer then prepared a
mission statement clearly defining jurisdiction, objectives, and goals of the new
agencies; an organizational structure; and a strategic plan.

o For the Government and national railway of Mexico, Mercer developed a financial
diagnosis and restructuring plan. Mercer used a network model and market research to
analyze the economic situation, conducted an institutional analysis of the relationship
bet\veenthcmilwayandprimarysukcholders. and developed a preliminary set of
restructuring options. Mercer tested those options and recommenaded a restructuring
plan to the Government and the railway. Mercer is now implementing the rail

ulﬂw«mwwm Mercer Management Consulting Page 4
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privatization with the government’s investment banks. Mercer's role is to evaluate the
market and growth potential for the new railroads, present the opportunities to bidders.
and help the government set the minimum bidding price for each concession. The
Northeast Railroad was sold in late 1996 to Transportacion Ferroviaria Mexicana
(TFM), 2 consortium of Kansas City Southern and Transpertacion Maritima Mexicana.
The Pacific North Railroad was sold in June 1997 to Grupo Ferroviario Mexicano
(GFM), a consortium of Grupo Mexico, Grupo ICA, and Union Pacific. Mercer is
currently helping to privatize several light-density lines.

Mercer helped Amtrak in a major strategic restructuring. Amtrak was confronted with
declining customer service (confused roles, responsibilities, and accountabilities) and
increasing costs. Although it had a stovepipe, functional organization, it also had a
new chairman committed to change. Amtrak asked Mercer to help develop a customer-
focused organization with the requisite organizational structure to ensure accountable
performance in reducing costs substantially and enhancing revenues. Mercer created a
customer-focused process inventory and prepared process-focused organization esigns
for its strategic business units, including developing a detailed implementation plen.

Mercer was retained by the RTA/CTA in Chicago to facilitate and support the work of
a joint management-labor task force in developing and documenting a preliminary list
of commercialization opportunities. The project used Mercer's unbundling
methodology as well as financial models developed specifically for the RTA and its
component transit operations. :

The Government of Colombia asked Mercer to study the operations of two rail
companies. The first had been formed to operate rail freight services; a majority of it
was privately owned, but it had a large government stake. The second had been formed
to own and maintain the rail infrastructure; it was wholly owned by the govemment.
Mercer analyzed the operations of each, particularly their interactions. and recommend
ways to improve them both separately and together. The government is currently
‘implementing Mercer’s r~~ymmendations. :

Mercer helped to restructure Czech Railways (CD) from a centrally managed
government entity to a commercially oriented business, competitive with road in both
cost and service. The Czech Government had made broad policy decisions (for
exam:ple. with open access, and with CD as an independent public corporation), but
needed au organization and operation for the new environment. Working with two
local consulting firms, Mercer determined CD’s profitability by line of business and
line section (Phase I of the assignment). In Phase I, Mercer performed network
restructuring and line divestment, helped to dispose of non-core assets, improved
productivity, developed freight and passenger marketing and pricing, established an
organization structure, created performance measures, and developed a new strategic
plan. '

Mercer developed a comprehensive restructuring plan for the Polish State Railways
(PKP), the largest state-owned enterprise in Poland. Mercer worked with dse PKP to
. develop a new operating strategy for freight and passenger services that will
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substantially reduce government operating subsidies. One of the project’s key
analytical tools was a railway financial planning, cortrol, and simulation computer
mode] that Mercer developed to project PKP financial and operating performance
under a variety of restructuring options. Mercer also conducted a comprehensive
analysis of PKP’s operations and operating environment, including examining the
Polish economy and the rapidly evolving European transport market. To help in
implementing the restructuring, Mercer analyzed the characteristics of long-term
demand for both freight and passenger services and identified the network and rolling
stock strategies that PKP should pursue.

For MAV, the Hungarian state railway, Mercer helped to develop and implement a
comprehensive business plan for positioning the railway for restructuring. Mercer’s
recommendations to MAV included network restructuring and the development of
system efficiency improvement options. Mercer also advised MAV on developing a
commercially driven organization, and on rethinking the role of the government in
fulfilling the mandate of the post-reform rail system. Mercer's recommendations were
supported by a series of “what if” scenarios, which measured the impact of different
management actions. Mercer identified long-term customer demand and analyzed
network and asset utilization requirements as part of the effort.

For British Rail and the British Depantment of Transport (DOT), Mercer evaluated the
structural options for the privatization of the railway’s freight businesses. A key
eiement of this study was a thorough analysis of the tradeoffs between the benefits of a
more fragmented rail industry, generating efficiency improvements through greater

" competition, and the effects of fragmentation on the economies of scale. The study
also addressed the viability of the privatized rail industry and whether its current
customers wanted to run their own rail operations.. As a final step, Mercer developed
an implementation program for its recommended options.

Metc& has performed 2 number of studies for the European Commission DGVII

(Transport) that have been used as the basis for EC DGVII policy. The studies include:

- Aﬁﬂy’ﬁs‘iof EU railway"s financial position and acticn taken by governments to
dway fi

governments' policies on shipping, including tax and incentives

Emdpunsupplychnnhndmspmcostsformnj&mdusmalmd
agncnlmralms. This evaluation is designed to facilitate the understanding of

bowchangsmmemmdmofnﬂandah:rumspmmodsmhkelyto

affecteachsector

- Ademledtemofpm—Emopunndoostmnmmdmmpuedthemtoow ‘

structures for other modes of transport. This information is used by EC DGVII
staff in their consideration of transport policy issues between rail, road, and water.
mmptebmawmewofmﬁammmdeqmpmtreqnmtsmmous
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transport sectors in Pomxgal Mercer's recommendations formed the basis for
reguiation proposed by the government.

For the European Commission DGVII (Transport), Mercer evaluated Eumpcan supply
chains and transport costs for major industrial and agricultural sectors. This evaluation
is designed to facilitate the understanding of how changes in the services and costs of
rail and other transport modes are likely to affect each sector.

For a state-owned railroad in a Midwestern U.S. state, Mercer evaluated the long-term
commercial viability of 19 line segments operated by shortlines and regionz! railroads.
Mercer developed a range of strategies for commercializing and privatizing the
segrments according to a set of screening criteria developed by the railroad’s governing
anthority to ensure maximum profitability while maintaining the state’s public interest
obligations. Mercer is now assisting the State in the implementation of that strategy.

Mercer vrovided strategic analysis and financial advice to the Northern Indiana
Commuter Transportation District (NICTD) in the restructuring of commuter and
freight services over its lines. When Mercer was retained, the freight railway was in
bankruptcy and had obtained authority to discontinue the commuter operations funded
by NICTD. Mercer developed a long-term plan for NICTD with a series of operating
and ownership options. Using proprietary planning models and detailed analysis,
Mercer selected the best option that used the least amount of public funds. Mercer
negotiated sales prices and developed a strategy for the relationship between NICTD
and the private tenant freight carrier. Mercer also he.ped assess the economics of the
freight and passenger francliises as well as the value of other franchises inherent in the
right-of-way (e.g., for utility transmission lines).

Mercer helped to maximize the value of each franchise, by developing pre-
qualifications for potential freight franchisees and selecting from among the qualified
bidders. Mercer also assisted in designing the institutional structures and agreemenis
govemning line operations. Sufficient value was generated to pay all corridors in the
bankruptcy in full and to permit ﬂumlroadtobedxschargedfmmbanhuptcy
proceedings within a year.

For the State Rail Authority of New South Wales, Mercer reviewed and updated SRA's
. strategic plan for the Sydney metropolitan and interci?y passenger services, to provide a
new emphasis on commercial, competitive transport practices. Mercer:

~ Reviewed SRA's policy framework to define clear measures of success

- Updated projected operating and financial performance and compared current
- performance with the previous five-year plan

~ Reviewed capital spending plans to ensure that investments would be appropriate
and would help SRA achieve the new best-practice targets and maximum wvalve for
the money
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— Recommended new overall financial and management frameworks, including
reevaluating railway activities and business units that might be provided more
efficiently commercially or by alternative sources

o For one of the 10 largest Class I U.S. railroads, Mercer conducted a comprehensive
organization planning and design snzdy with the serior management team that led to a
fundamental restructuring of railroad operations and customer service. The study
identified significant improvements required to ths organization's structure, functional
costs, and management roles and responsibilities. In addition to producing 2 blueprint
for future organizational changes, the study directly led to significantly improved focus
on service quality, and improved customer relationships, both external and internal.

o - Four Mercer staff members led a series of assignments that resulted in the restructuring
of New Zealand Railways (NZR) - the 3,000-kilometer railway and ferry operation in
New Zealand. The work involved an assessment of changing market conditions in the
face of near-total der- Tulation of surface transportation: during the 1980s. The Mercer
team directed a series of assignments including market research, operations reform,
business restructuring, and labor reform. It involved the introduction of new
technologies in a number of areas, the design of competitive services, and the
development of methods 1o build a competitive cost structure for the railway. In the
process, the number of NZR employees was reduced from nearly 25,0000 to about
3.800, while traffic remained relatively stable. The restructuring was so successful that

~ the railway was sold to private interests for about NZ$400 million in a worldwide

competitive bidding process.

o
Bl

Mercer has also provided due diligence reviews of the railway's business plans and nonrail
operations 1o an investment group, and has counseled TranzRail on organizational, financial,
and service quality issues.

o For the World Bank, Mercer has participated in various activities involving railways in
China. A Mercer staff member is part of a select group of executives that formed the
Bank's railway reform foreign advisory panel. This group worked with Chinese
Rrilway and other government officials to review productivity, executive
compensation, the provision of social services (including housing, healthcare, and
education), and opportunities for economic diversification. As a part of this program,
several groups of Chinese Railway and government officials traveled to the United
States 1o observe railway activities and methods, discuss reengineering, productivity
improvement, benchmarking. market-based employee compensation, organization
planning, and employee development and continuing education.

¢ For the Government of Colombia, Mercer evaluated international bids for upgrading a
rail line linking a port to a coal mine in Colombia. The proposals had two elements: a
technical slement on how the work would be carried out and what materials would be
used in both the upgrading and the installation of the signal system; and a financial
element in which the government askad each contractor to find financing for the
project, which it would then pay off. The government was interested in what the
Mvﬂuofuchofﬂeﬁnmgpmposﬂsmldhe. Mercer inspected the line,
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evaluated each of the proposals, scored them technically, evaluated and scored the
financing, and came up with an overall score and a recommendation for the
government, which accepte.” Mercer's recommendation.

Mercer worked with a major European railway to improve the performance of its
trainload freight operations. In the first phase of the project. Mercer developed a profit
improvement plan that addressed all aspects of the railway’s trainload freight
operations. Mercer determined the conditions under which rail was competitive against
motor carrier; assessed the potential to reduce costs through better management of train
crews, maintenance, terminals, overhead, etc., and to reduce the capital requirements of
the business through better utilization of locomotives and wagons; developed
techniques to improve revenue by repricing existing railway business on a route-by-
route, customer-by-customer basis: and developed a plan that quantified the linkage
berween productivity levels and overall business sizing.

In the second phase of the project, Mercer assisted senior railway managers in
implementing specific areas of the profit improvement plan. Profit improvement at the
railroad has been dramatic, and other gains have been made through major train plan
and timetable revisions.

For the Australian Federal Department of Transport, Mercer and its sister company
NERA worked with Symonds Travers Morgan to assess the options for management of
the Australian interstate track network. including the option of establishing Track
Australia. The work included an evaluation of the issues of an integrated versus
separated infrastructure, the likely future competitive scenarios for interstate freight
traffic. the implications of the different track options, and the options for the Federal
Government in the relationship with the States. ’

For the State Rail Authority of New South Wales (SRA) and in cooperation with an
SRA/governmental oversight unit. Mercer conducted a strategic review of each SRA
unit: FreightRail. CityRail. and CountryLink, as well as administrative and
engineering functions. The strategic review included the development of new
benchmark performance measures: a revised organization structure: recommendations
for reform within each unit: and a strategy to promote growth and improve cost
performance.

For the State Rail Authority and the government of New South Wales, Mercer
extended the SRA strategy work to include governance issues and organization
recommendations. Governance issues included recommendations regarding the
adoption of public service contracts for all subsidized services. Organizational
recommendations included the development of an organizational framework for an
SRA track access unit and 2 usage fee-based access system for commercial SRA units
as well as the independent service providers that were being licensed by the
government of New South Wales. Th:sfnmeworkwasd:epmnsonodn
organization and governance structure adopted by the Government.
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e For the Dutch Ministry of Transport, Mercer defined the key principles of the different
access-charging systems and assessed the impact of each of the key variables. Mercer
worked in conjunction with the Dutch Ministry of Transport infrastructure department.
the rail department, as well as the Dutch railway (NS). This work has been used as the
basis for discussions on what kind of transport and competitive policy should be used
in the Netherlands.

e In June 1996, the European Commission published a white paper with the objective of
revitalizing the rail sector. One aspect of the paper was to promote rail freight via
“freight freeways,” or “freightways.” The Commission of European Railways (CER)
asked Mercer to develop a proposal to the European Commission for setting up a
pragmatic appiication of this concept. The European rail freightway concept presents
an opportunity to accelerate the development of cross-border rail freight in the short
term through practical steps related to infrastructure access and use. The main _
objective has been to provide licensed railway undertakings with a means to be more
responsive to the market. Mercer and CER have successfully completed an initiative to
identify paths that are comparable to existing paths and that have the potential of
cutting waiting times at borders by almost 80 percent and increase commercial speed
by as much as 20 percent. These paths can be readily made available on two study
corridors. Pricing principles elements are in the process of being established so that
new services along the study corridors can be in place by January 1998.

¢ In. wmultiphased project for a major European Department of Transport. Mercer
deve. =d strategies for implementing the EC’s directive for competitive access.
Mercer Jescribed the effect of regulatory policy on the service and financial
performance of railroads in other countries: profiled the structure of contractual
relationships between track users and rail service operators in those countries: detailed
the potential for efficiency savings between the railway and potential trading partners;
provided in-depth case studies of recent franchising experiences: and provided a
financial planning model for analyzing the implications of open access on operating
costs. revenues. and overall subsidy costs. Mercer's analysis and model are permitting
the railway to respond to and develop proposals for access to its system by other
partners and to assess opportunities for “unbundling™ and commercializing assets.
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BEFORE THE
SURFACE TRANSPORTATION BOARD

EX PARTE NO. 575
REVIEW OF RAIL ACCESS AND COMPETITION ISSUES

COMMENTS OF THE BURLINGTON NORTHERN AND SANTA FE
RAILWAY COMPANY ON RAIL ACCESS AND COMPETITION

The Burlington Northern and Santa Fe Railway Company (“BNSF”) submits these
comments in response to the Surface Transportation Board's request in Ex Parte No.
575 for oommnts concerning access and competition issues in the rail industry. These
comments, together with the written statement of Robert D. Krebs, Chairman, President
and Chief Executive Officer of BNSF, are being submitted for consideration by the Board
in order that it may respond to inquiries from Congress on such issues as part of its
legislative oversight.

BNSF has a vital interest in the issues being considered in this proceeding. BNSF
is the second largest Class | rail carrier in the westem part of the United States. BNSF
also is a member of the Association of American Railroads (“AAR") and joins in \the
comments submitted on behalf of the AAR in this proceeding. BNSF files these separate
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comments to address particular points and to provide specific information about BNSF |
_ in response to the Board's request for data, studies and proposals {or action.
EXECUTIVE SUMMARY AND OVERVIEW

The service problems the rail industry has faced since mid-1997 in the West are
serious and have shaken the confidence of rail customers that the railroads can meet
their needs for efficient and reliabie service. However, as shipbers, industry
. representatives and the STB have recently observed, these service problems are not
caused by a lack of competitive access. Rather, the problems are caused by insufficient
rail . capacity that can only be remedied by continued substantia! investment: in
infrastructure. The Board, therefore, should focus on how best to pbsition the rail
industry to be able to attract the capital necessary to make the on-éoing infrastructure
investmenté required to meet the growing transportation needs of shippers and the
public.

History clearly shows that dénegulaﬁon of the rail industry under the Staggers Act
of 1980 has becn a resounding success.  Deregulation, including “differential pricing”
under Staggers, has created a climate in which rail carriers have been able to make
significant capital expenditures to improve the U.S. rail infrastructure and to engage in
vigorous intramodal and intermodal competition. Those investments have led directly
to the revitalization and increased competitiveness of the industry.

Forced rail access is, however, not a solution to address the industry’s current
capacily constraint problems. In fact, by allowing additional carriers to operate on
almadyomgestedims.fomedmﬂa@wouldexaeerbatetheeﬁsﬁngwpadty
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problems with operationa!l chaos and heightened safety concerns. Such access would

threaten the industry’s ability to remedy the lack of capacity and to continue its post-
Staggers investment performance, enhanced competitiveness, and capacity expansion.
Forced rail access also would require the reinstitution of governmental regulation simitar
to the pre-Staggers era with the Board determining rates, terms’and conditions of
service, scheduling practices, and cther issues. This return to such control by the
government would reverse the fundamental principles of the Staggers Act and undo the
benefits to railroads and shippers which that Act produced.

The STB should, therefore, not endorse any legislative or regulatory initiatives
that would stifie the railroad industry’s ability to attract the capital to make the
investments necessary to serve its existing customers in a safe and reliable way and to
attract new customers and additional traffic through competition Mh other modes of
transportation. It is vital that a demand-based pricing structure be maintained.

The existing statutory ‘and regulatory protections provide shippers with adequate
opportunmes to seek relief from rate or service problems they may face. However,
BNSF mcognm that some shxppers believe that the existing procedures do not afford
thern relief in a timely manner and are too difficult and cumbersome. BNSF believes that
a measured approach examining possible options for the STB to consider to address
these concems of shippers is justified, and BNSF would be pleased to join in such an

~ effort.




O T —

Deregulation of the Rail Industry Under the Staggers Act of
1980 Has Been a Resounding Success.

Deregulation under the Staggers Act has been dramatically successful, leading
to a much more efficient and financially stable investor-owned rail transportation system.
By any reasonable measure, the industry in generat and BNSF in paniculaf have
responded to the commercial opportunities presénted by the Staggers Act and have
produced tangible benefits for customers — lower rates, improved service and safety,
expanded capital investment, increased productivity and efficiency, vigorous competition,
and revived economic health. Even opponents of the deregulatory measures embodied
in the Staggers Act and railroad critics agree that the industry performance since 1980
has exhibited a remarkable, positive transformation.

This transformation under Staggers is in stark contrast to the pre-Staggers era.
Before 1980, due largely to the heavy burdens of regulation, the railroad industry’s
financial health Was deteriorating, the condition of rail plant and equipment was

' increasing’y poor, and it could not compete effectively with other modes of transportation.

imperiled service and safely.

v Railroad Regulation: Economic and Financial Impacts of the Staggers Rail Act of
1980, GAO, RCED-90-80 May 1990, at 11-12.
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Not only were railroads going bankrupt, but the condition of rail

plant and equipment was poor.  Years of declining profits led to

deferred maintenance of rights-of-way, and over time plant and

equipment deteriorated. Prolonged deferrals in maintaining and

replacing worn-out capital stock affected safety and the quality

of rail service.?

The health of the industry before and after Staggers is clearly indicated by the
financial status of the carriers. Healthy carriers can better compete and add value for
shippers. A financially distressed industry cannot. In 1976, about one third of Class
| railroads were eaming negative returns on investment, while several were in bankruptcy
ptoceedings.

From an operations standpoint, shippers and the public, in turn, suffered.
Shippers could not rely on rail carriers as near-term or long-term service providets, and
safety was not a focus of the indus'ry. Transit imes were often measured in weeks, and
only rudimentary information systems were available to provide shippers with information
about their shipments. Truck competitors were increasing their market share due to their
greater reliability, increasingly modern and higher capacity equipment, and better dock-

to-dock transit times. Rail carriers lost market share steadily for over fifty years and

bottomed out just pnor to passage of the Staggers Act at around 38% of intefcity freight
traffic.

2 id. at 11.

¥ Id. The GAO reported that the railroads’ rate of return on shareholders’ equity
was only 1.9% in 1975 and averaged 2.5% from 1975 to 1979. This contrasts sharply
with shareholder retumn of 15% and 12% for manufacturing companies and utilities,
respectively, for the same time frame. Id. at 10-11.

L4 \d. at 10.
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Congress recognized that feﬁeral legisiative reform was required to save the
nation’s private investor-owned rail transportation system. The Staggers Act deregulated
the railroad industry and provided that market forces — rather than the government —
would play the primary role.in setting rates as they do in the rest of the U.S. economy.
Congress intended to ensure that carriers would have the opportunity to achieve revenue
adequacy in order to save the nation’s rail system and to provide the means for carriers
to maintain ’and improve their physical facilities.?’ These goals were again endorsed in
the Interstate Commerce Commission Termination Act of 1995 (“ICCTA"), when
Congress required the Board to ensure that carriers have the opportunity to earn

" revenues adequate to cover costs, allow replacement of needed assets, and prbvide a
fair return on investment¥ Thus, both the Staggers Act and the ICCTA turned to market
forces, rather than government regulation, to preserve and improve the nation’s rail
servne and both recognized that rail carriers must be revenue adequate to prevent the

collapse of the industry.

¥ "Eamings by the railroad industry are the lowest of any transportation mode and
are insufficient to generate funds for necessary capital improvements . . . The industry’s
failure to achieve increased earnings will result in either further deterioration of the rail
system or the need for additional Federal subsidy. Modernization of economic regulation
of railroads, with greater reliance on the marketplace, is essential to achieve maximum
utilization of railroads, to save energy and to combat inflation.

“. . .The overall purpose of the Act is to provide . . .the opportunity for railroads
to obtain adequate eamings to restore, maintain and improve their physical facilities
while achieving the financial stability of the national rail system.” H.R. Conf. Rep. 96-
1430, at 79-80 (1980), reprinted in 1980 U.S.C.C.A.N. 3978, 4111 (1880).

¥  See 49 U.S.C. §§ 10101(3), 10704(a)(2) (Supp. | 1996).
o

To that end, Congress has directed the Board to “make an adequate and
continuing effort” to ensure that rail revenues are sufficient to cover total operating
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Since passage of the Staggers Act, Congress and the STB have endorsed a
“differential pricing” structure ‘that permits railroads to set their rates based on whal
markets and competition will allow, with a limit on the rates for traffic over which a
railroad has market dominance. Differential pricing is critical to the railroad industry
because, unlike other transportation modes, rail carriers privately fund the cost of the
system's infrastructure. Because the cost of that infrastructure is so enormous, railroads
must generate revenue well in excess of their variable costs to maintain their ability
simply to stay in business.

The differential pricing structure has enabled the raiiroad industry to move closer
to revenue adequacy, thereby substantially improving the industry's long-term financial
outlook and its ability to make investments to improve service to shippers, to make

-investments in safety, to reduce rates, and to compete aggressively with other

transportation modes. The freedom to set prices in response to market demand gave

expenses, including return to capital. 49 U.S.C. § 10704(a)(2).
¥ Iindeed, the ICC and the Board have “consistently recognized that differential
pricing is cmaal to the vnabullty of the mdustry Ex Parte No. 445 (Sub-No. 2),
i ‘ ates, (ICC served May 2, 1990) at 4. See
m QQJLW ummm 11.C.C.2d 520, 523, (1985), affd sub nom.
Consolidated Rail Corp v. United States, 812 F.2d 1444 (3d Cir.1987); Potomac Elec.
Power Co. v.-ICL;. 744 F.2d 185, 193-194 (D.C. Cir. 1984) ("The concept of differential
pricing . . . necessarily contemplates that the carrier will maximize its profits on traffic for
which ithasnocomeﬁﬁonsoastooﬁsetitslowereammgsoncompeuuvetrafﬁc It
does not and analysis to describe a cafrier's rate on non-competitive traffic pejoratively
: ‘monopoly profits.”); Mr. Sorout. inc. v, United States, 8 F.3d 118, 124-125
(2d Cir. 1993) (‘Congtess in the Staggers Act recognized that railroads must engage in
‘differential pricing.’ . Railroads must charge above fully allocated costs on captive

tra!ﬁcifﬂwyaretoadwmerevenueadequacy and stay in business.”), cert. denied, 512
U.S. 1205 (1994).
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railroads the incentive to cut costs and achieve efficiencies so that they could compete
in the rmarket and attract more business and more customers.

i The Rail Industry’s Success Under the Staggers Act Is Attributable to
Increased Rail Investment.

While the success of the Staggers Act can be measured in many ways, the key
driver of the industry's success has been increased investment -- the sine qua non of
improved performance. = As the Board is aware, the raiiroad industry is a highly capital
intensive industry. That is, it takes substantiaily more investment in fixed piant and
equipment in the rail industry to produce a dollar in revenue than it takes in other sectors
of the economy.? As described below, the Staggers Act led to the revitalization of the
industry by enabling the industry to generate the funds necessary to méet its investment
requirements for grqwth, improved service and vigorous competition. Industrywide
mpltal expenditures in roadway. structures and equipment have risen substantially from-
52.97 billion in 1987 to $6.10 billion in 1996.% In addition, capital expenditures by

¥ For example, the capital output ratio, or the ratio of investment to revenues, for

Class | railroads has hovered around 1.75 in recent years. This compares to .86 for the
average of all firms in the Standard and Poor Industrial index and .71 for the trucking
industry. See Verified Statement of Robert W. Anestis (“V.S. Anestis”) at 7-8, Comments
of the AAR, Docket Nos. 41242, et al., | Power & Light v. rm_Pacific
Transportation Company (filed October 15, 1996).

& Association of American Railroads, 1997 Railroad Facts, at 43 (1997) (“Railroad
Eacts"). Although these figures are not in constant doliars, they understate the increase
in capital experniitures as a function of miles of track owned and number of freight cars
in service. In 1987, for example, Class | railroads had a total of 748,523 freight cars in
service operating on 220,518 miles of track. id. at 50, 44. By 1996, Class | railroads had
570,865 freight cars in service operating on 176,978 miles of track. id. Therefore, the
capital expenditures in 1996 per mile of track and number of freight cars is up
considerably from comparable 1987 figures.
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Class | railroads have grown significantly over the last several years: $4.2 billion in 1993,
$4.9 billion in 1994, $6.0 billion in 1985, and $6.1 billion in 1996. Railroad Facts, at 43.

Other indicia of financial health reveal similar upward trends. Railroads have
made substantial gains in productivity and efficiency since 1980, in part because of
industry consolidations. Freight revenue per employee has increased more than 75
percent from 1985 to 1996. Railroad Facts, at 13, 55. Freight revenue ton-miles per
employee have increased over 250 percent from 1985 to 1996. Id. at 41.

The investment and enhanced competition made possible by the Staggers Act
have led to an improved financial condition and outlook for BNSF. For example, as
shown on Exhibit A attached hereto, traffic over BNSF's predecessor railroads in 1978
generated just under 199,000 million revenue ton-miles. By 1997, that figure had grown
to approximately 429,000 million revenue ton-miles, an increase of more than 115%. In-
addition, efficiency has improved significantly on BNSF since the Staggers Act. For
instance, as shown on Exhibit B attached hereto, fuel efficiency on BNSF increased to
385 revenue ton-miles per gallon in 1996 from 247 revenue ton-miles in.1980. Other
measures of BNSF success are improved service to shippers through investment in
major infrastructure projects and equipment, safety achievements, and significant

~ reductions in rates.

BNSF's service capacity
to handie increased shipper demand has grown through massive investment in
infrastructure, yards, intermodal facilities and equipment. - As shown on Exhibit C
amchecl hereto, in 1979 before the passage of the Staggers Act, the predecessor
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railroads to BNSF spent approximately $641 million on capital expenditures. Sy 1985,
those expenditures had increased to $1.05 billion, and by 1997 they had increased to
$2.22 billion. indeed, in the th;ee-year period from 1996-1998, BNSF projects total
" capital spending of just under $7 billion. About $3.5 billion of that amount is for
maintenance of our infrastructure — 9.7 million ties, 3,188 miles of new rail, and over
35,000 miles of track resurfacing. The balance of the expenditures is predominantly for
capacity expansion.

Major capital projects include the reopening of the 229-mile Stampede Pass line
in western Washington which Mll increase BNSF's capacity for intermodal, grain and
general merchandise to and from the midwest. This investment in the Pacific Northwest
("PNW") not only offers overall service improvement to shippers and the public as a
result of expanded capacity and improved operations, but also offers environmental
benefits in shorter route miles and fuel savings. The investment would neverhave been
made if BNSF_could not rely on handling long-haul grain movements for its existing
shippers where those movements are the most efficient means of transporting grain to
the PNW ports. |

With respect to the network of north central grain gathering lines, BNSF has been
investing in the branch lines that reach outlying farms and elevators across the riorthern
United States to ensure their capacity to move unit grain trains. For example, BNSF
recently upgraded the approximately 40 milg long brénch line between Bottineau and
Rugby, ND to enable the fine to carry 286,000 tons gross weight. As a result, grain

shippers on that branch line are now served by efficient unit trains at the lower rates
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applicable to heavy axle unit train service. Other branch lines are currently being studied"
for upgrade, particularly in Montana and North Dakota. If revenues were to be seriously
cut as a result of forced rail access, BNSF would be forced to look elsewhere to put
increasingly scarce capital and achieve a better return.

In addition, BNSF’s coal and grain shippers, as well as all other shippers on its
network, have benefited from huge investments in BNSF's state-of-the-art Network
Operations Center in Fort Worth, TX. That facility’s sole purpose is to enhance the on-
time performance and safety of train movements on BNSF’s 34,000-mile network. The
development of such technological advancements would clearly be undermined by forced
rail access and reduced revenues. |

BNSF's intermodal and carload shippers have benefited from BNSF's
improvements to the Hobart Yard in East Los Angeles. That yard's current configuration
limits the traffic that can be efficiently handled tﬁere. and BNSF has already invested
nearly $50 million of a total $100 million project to buy property adjacent to the yard and
to relocate the fuel and rip tracks to that property. The next phasé of improvements will -
extend the strip track in the yard so that trains no longer have to be split into sections
when they are brought into the yard. These costly improvements have positioned BNSF
to take advantage of projected growth in both domestic and intemnational intermodal
traffic moving through Los Angeles and the Los Angeles basin ports. BNSF anticipates
that its capacity to handle port-related traffic will grow to one million lifts per year.
in the Kansas City area, BNSF mvested $95 million in the construction of a new

freight-car classification yard, one of the largest yards of its type in North America.

1
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Argentine Yard's design and technological innovations have allowed BNSF to triple the

volume of freight cars sorted at the yard to 2,400 daily. The yard is strategically located
at one of four gateways to eastern railroads and has the ability to assemble trains for
movement to most major markets in the United States. Kansas City is also a major rail
“hub Wre freight cars are interchanged between several major railroads. This significant
commitment of capital to infrastructure increases BNSF's ability to meet its customers’
expectations for transportation servicas, to better manage freight traffic flow throughout
much of its system, and to better compete with trucks and other modes of transportation.
Investments such as BNSF’s recent improvements in tracks and facilities sérving
the Powder River Basin‘would aiso ke undermined if forced rail access were a reality
and revenues declined. The Board is very familiar with BNSF's tremendous early
investments in the PRB, which created access to the largest reserves of low-sulfur sub-
bituminous coal in the United States. Projects such as the PRB simply could not be
financed in a world of forced rail access where diminished prospects for recouping
investment would reduce the available capital. . ‘
Other significant capital projects include the completion in 1998 of the
rehabilitation of the 194-mile former SP Iowa Junction-Avondale line and Lafayette Yard

in southern Louisiana, and the double tracking of more than 450 miles of line on some

of BNSF's most important routes, at a capital expense estimated to be more than $500
" million during 1996 through 1998.
In addition, BNSF has made significant investments in locomotive and freight cars

since 1996 in order to improve its competitive service to customers. In 1997 alone,
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BNSF spent more than $800 million on capital equipment expenditures. BeMeen 1996
and 1998, BNSF will have taken delivery of 867 new locomotives, increasing BNSF's
road fleet by 25%. Further, BNSF has invested more than‘ $150 million over the past 22
months in its information systems to provide better control over assets, to improve ‘
information flow between BNSF and its customers, and to improve overall service
reliability. Continued investment in such equipment would be jeopardized byk forced rail
access.

The improved transit iimes and reliability made possible by these investments
have permvitted BNSF to beiter serve its shippers and become an integral part of their
supply and distribution chains. As BNSF has ‘obtained more accurate and timely
information on its shippers’ needs and its success in meeting those needs, BNSF is
better able to identify areas where service improvements are necessary, and BNSF is
contmung to work with shippers to find so.utions to the challenges that have arisen. For
example, in the forty-five-day 1997 peak UPS service season - the largest peak season
ever handied by a railroad for UPS — BNSF handled more than 43,000 trailers without
a service failure. Similarly, we are currently operating at close to 100% on-time for our
coal and grain shippers, and our on-time system-wide ‘performance for the first quarter
of 1998 is exceeding 85%. BNSF plans to improve that performance-in the future.
| Improved Safety Achievements. Safety on BNSF has improved significantly since
the Staggers Act due to the ability of BNSF to attract the capital to make the investments
necessary to assure safe operations. For example, BNSF spent approximately $17
million on its Positive Train Separation program from 1995 to 1997 and expects to spend
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an additional $6 million on that program in 1998. Similarly, in order to reduce the risk
of grade crossing accidents, BNSF is spending $10-12 million. per year on grade

separations, upgrading signals at crossings and road crossing surfacing. BNSF is also

leading the industry in the use of electronic brakes. BNSF will spend more than $5
million from 1996 through 1998 to equip locomotives and freight cars with such brakes.
Ten train sets are already so equipped on BNSF (seven BNSF sets and three shipp;ar-
owned sets), and several additional equipped trainsets are anticipated to enter service
in 1998. - Further, between 1995 and 1997, reportable employee injuries per 200,000
hours worked declined by almost 40%, and lost days per 200,000 hours worked declined
by more than 50%. BNSF’s 1998 goal is to reduce the injury rate an additional 25%
below 1997's already reduced level. However, the development and deployment of
these new technologies and the improvements in safety and efficiency they can bring will
require ongoing substantial capital investmenf ih fhe years ahead.

Rate Reductions Derived From Market-Based, Differential Pricing. Prior to the
Staggers Act, the industry was shackled by pervasive regulation of the entire range of

" rail operations. Staggers substituted market forces and business judgment for the slow,
‘ unpredictable and arbitrary hand of regulation, ahd pemitfed firms to establish a
carefully balanced structure of rates based on demand differentials.

Virtually every shipper has benefited from post-Staggers rail rate reductions,
whether or not it is served exclusively by one rail carrier. According to a recent STB
study, Class | rail rates have fallen substantially since 1982. The average real rate has
fallen 46.4% between 1982 and 1996, with particular commodity groups realizing even
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greater percentage declines in revenue per ton-mile: coal 55.7%, intermodal 48.1%, and -
lumber and wood 52%.1
But not every shipper can or should pay the same rates. While the demand-
| based rate structure under Staggers leads to different rates for shippers in different
circumstances, it ultimately results in lower rates for all shippers than otherwise would
be possible. Some shippers pay more than the overall average cost of transportation
while others pay less than the averag: cost. However, because all shippers contribute
to covering the huge fixed costs of railroad plant, they all enjoy rates and services that
would vnot be available if all rates had to reflect average cost. This system of rates can
work if, and only if, carriers are permitted to differentiate rates according to market
demand.
There is a strong linkage between the current differential pricing system, the
substantial and growing commitment of capital investment to the sector by the financial

,cornmunity and the industry's current level of performance. As stated by various

mvestment bankers and securities analysts knowledgeable in the rail industry:

investors have become more willing to supply
' stry because they are more confident that the

) ve made good use of these funds. Investments,f
byﬁwrailmadmdusﬁysmoeheStaggersActhaveledto
enhanced productivity, lower costs, improved service, and lower

b_f-‘i' . Office . of - Economic, Environmental Analysis and Admmush'atmn Surface
- - Transportation Board, Rail Rates Continue Muylti-Year Decline, 1, 3, and 6 (Feb. 1998).
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[Under forced rail access)], investors would be less willing to

make funds available for costly infrastructure investments

because of the uncertainty that any new investments would

generate competitive returns. New facilities might have to be

shared with competitors, therefore the revenues generated by

those facilities would be less certain. To the extent the

railroads could attract capital for infrastructure investment, this

uncertainty would increase the cost of raising that capital.

See Verified Statement of investment Bankers and Securities Analysts (*V.S. Investment
Bankers") at 2, 3, in Comments of AAR filed concurrently herewith in this proceeding.

The evidence is clear that the success of the Staggers Act is directly attributable
to differential pricing, for without it railroads could not have generated the revenue
streams which have permitted them to elevate their economic and competitive
performance so dramatically.

BNSF's improved economic performance and traffic' growth have been
accompanied by significant reductions in rates to meet customer expectations, changing
markets, and intense.competition. As shown on Exhibit D attached hereto, between
1981 and 1997, the average system-wide revenue per ton-mile on BNSF decreased just
over 50% in inflation-adjusted dollars from $2.42 to $1.20. These rate reductions have
been realized by all of BNSF's traffic commodities. For instance, the average freight
revenue per ton-mile in inflation-adjusted dollars for all agricultural commodities has
decreased by 56% since the Staggers Act took effect. By way of one example, from -
1981 to 1997, the rate charged by BN (now BNSF) for 52-car PNW export wheat from

Montana decreased by 32% in constant 1981 dollars. As shown in Exhibit E attached
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hereto, a Montana gréin shipper in 1981 pafd BN $0.71 “per bu‘she'l of wh;"at shipped via
a 52-car unit train to the PNW for export. That 1981 rate adjusted for inflation would be
$1.26 per bushel in 1998. However, the 1998 actual rate charged by BNSF for such
transportation is only $0.86 — 32% below the inflation-adjusted rate.

Other examples of BNSF rate reductions include coal transportation. The average
revenue per tun-mile for coal declined 45% in inflation-adjusted dollars between 1981

and 1997. See Exhibit D. These rate declines have not been limited to coal shippers

that have competitive options for service out of the Powder River Basin. All coal

shippers are paying lower rates because of the productivity gains BNSF has achieved
through massive investments in new capacity and new technolcgies.

BNSF has a strong incentive to keep rates to all shippers as low as possible.
BNSF is in a paftnership with its shippers to move as much traffic as possible. Even
vthose utilities exclusively served by BNSF continue to be among the lowest cost
generators of electricity in the nation. Several of BNSF's exclusively served plants are
among the 100 lowest cost steam plants in the country. The variable costs of these
plants range from 15% to 50% below the averagé variable costs for all coal-fired plants
in the country. This rallroad-utxllty partnership will become even more critical as electric
utility deregulation accelerates and those customers begin to face increased compétiﬁve
chalienges in their own industry. BNSF will continue to work with those customers to
provide the service and rate innovations they require as they move forward.

Competitive discipline on BNSF is provided not only by other rail carriers but also
by motor, barge and pipeline carriers. Product and geographic competition restrain
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many other markets. For instance, in the critical grain and coal markets, there is

substantial downstream source competition that restrains the rates BNSF can charge.
Export grain markets, for example, are extremely competitive and, if BNSF were to try
to impose inappropriate rate increases, it would simply price itsélf out 6f the market.
Thus, if one of our export grain shipper’s prices are too high because our trqnsponation
rates are too high, then that shipper will be unable to participaté in the export market,
and both the shipper and we would lose that business opportunity.

Similaﬂy. because electric utilities have multiple alternatives for acquiring the coal
they need, the prices we can charge for transportation of coal to a particular location
without losing the business altogether are strictly limited. That is all the more true since
the advent of utility deregulation, which is forcing utilities to pursue such alternatives
even more aggressively. In addition, the recent merger activity among electric utilities
has created massive firms with negotiating leverage which can more than hold their own
in negotiations involving rates to exclusively served plants. - Further, the ICCISTB has
acted to preserve existing competition for utilities in each of the rail merger and control
transactions submitted for review. |

. Current Industry Problems Are Due to Insufficient Capacity and Forced Rail
Access Would Not Remedy the Lack of Capacity.

As evidenced by the foregoing discussion, the ability of the railroad industry to
maintain its financial stability and to increase capital investment in infrastructure is crucial
to the continued strength, growth and competitiveness of the industry and to high quality
service to shippers. This view is held not only by interested rail carfiers. In fact, the
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STB and shippers alike have reached this same conclusion and have expressed grave

concerns about the current state of the rail infrastructure in the United States.

Most recently, the Railroad-Shipper Transportation Advisory Council (‘RSTAC")¥

- an entity created by Congress to advise it, the Department of Transportation and the
STB on the special concemns of small shippers and railroads, including car supply, rates
and competition — concluded after analyzing the recent performance of rail services that
the U.S. rail system has reached the point of being capacity constrained.’¥ Specifically, |
the RSTAC found:

The serious railroad transportation problems experienced in

1997 throughout the United States prompted the RSTAC to

analyze whether rail infrastructure continues to be capable of

efficiently moving the volume of goods demanded by citizens.

Our conclusion is that, due to a combination of factors, our rail
h a int of bein aci nstrained.

RSTAC White Paper at 1 (emphasis added); indeed, the RSTAC concluded that
demands of shippers for competitive access are being driven by the insufficient capacity
in the industry: ‘

Ultimately, in our opinion, the issue of competitive access is

really an issue of capacity and investment. The current lack of

capacity, with the service disruptions that result, is the primary

force behind a shipper's demand for access through
“competition.” v :

2  The RSTAC is composed of fifteen non-government members, including
representatives of shippers, meets at least twice a year and prepares an annual report
to Congress. During the past two years, the Council has reviewed a number of issues
and submitted several recommendations to Congress and the STB.

o See Railroad-Shipper Transportation Advisory Council, White Paper 1 (March
1998). ’
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Id. at 4.

Similarly, the Board has found that “the infrastructure throughout the West may
be growing increasingly incapable of handling growing traffic volumes™*' and has cited
the Houston area crisis as an' example of what can occur when there is inadequate
capital investment in infrastructure.®®  Noting that “the emergency [involving rail service
in and around Houston] was not caused by an inadequate competitive climate”, the STB
concluded that, wﬁile “a variety of factors‘. . . may have contributed to the emergency,
[the emergency was caused] in large measure by the inadequate infrastructure in the
Houston area: the rail system in Houston has limited capacity, antiquated facilities and
an inefficient configuration unabie to cope with surges in demand.™¥

These persuésive findings by the Board and shipper interésts show that today’s
rail industry still suffers from a lack of capacity. Insufficient capacity cannot, however,
be remedied by forced rail access. Indeed, forced rail access would only exacerbate the
capacity problems and would require massive reregulation of the rail industry. As
recently observed by Secretary Siater, forced access to other carriers “could be
operationally chaotxc and could undermine the economic viability of the rail system.”

Unless the curreht demand-based pricing structure is maintained, the opportunities for

Service Order No. 1518, Decision (served Feb. 25, 1998) at fn. 7.
id. at 4-5. '

id. at 4.
“Slater: In His Own Words®, 252 Traffic Worid, No. 5 at 17 (Nov. 3, 1997).
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continued - improvement in the rail industry infrastructure and service and safety
improvements may be lost.
. Forcéd Rail Access Would Threaten the Industry’s Ability to

Remedy the Lack of Capacity and Continue its Post-

Staggers Performance.

Although implementation of the Staggers Act has reversed the long-term decline
of the rail industry, the recovery is not complete. It is important that the trend toward full
recovery not be interrupted and that previous gains in the financial heaith of the industry
not be sacrificed. While retums 6n investment have shown improvement since 1980. the
trend is punctuated from time to time by steep declines. See V.S. Anestis, Table IV.
Moreéver. even in peak years, the average return on investment is well below the cost
of capital as determined by the ICC/STB. Id. From 1983 to 1995, industry returns
ranged from 11% to 2.8% below the cost of capital. Id. For the average shareholder,
this difference is critical. Further, from 1988 to 1995, the average return on equity for
Class | railroads averaged almost 10% below the average for the S&P industria! index.
See V.S. Anestis, Table V.

These facts provide a clear understanding of why the rate of railroad capital
. formation and infrastructure development has not kept pace with user needs and why,
accordingly, there i; a shortage of capacity in some parts of thezcountry. While ﬁﬁancial
returns have improved drémaﬁcally since Staggers and investors are optimistic, retums
are still inadequate. Returns below the cost of capital have not attracted sufficient
capital to date. Nor will they in the future.

21




Y ST

%

The problem of insﬁfﬁéieht investmen;; and undercé_pacity can only be remedied
by adhering to policies that are sensitive to the neeus and requirements of the
investment community. Investors expect reasonable eémings and reasonable growth,
and they rely on a stable and consistent regulatory environment.

Forced rail access would, however, undermine investor confidence and reverse
the post-Staggers trend of improved earnings, énhanced financial stability and increased
investment. Forced rail access would also increase regulatory uncertainty and market
risk; it would undercut growth expectations and very likely reduce expected rail earnings.
Each of these would, in turn, chill the enthusiasm of investors and drive their capital to
other uses. Referring generally to proposals for forced access, the investment bankers

have declared:

...regulatory changes of this type would discourage
new investment in railroad infrastructure in a
variety of ways. . . Most important, investors wouid
be less willing to make funds available for costly
infrastructure investments because of the

" uncertainty that [they] would generate competitive
retums...Investor confidence [ ] would also
decline...[and be] hurt because of concem over [
] operating problems that would likely arise under
the regime of forced access...[ljnvestors wouid be
troubled by any changes in the regulatory structure
that limit the ability of the railroads to price their
services in accordance with demand.

V.S. Investment Bankets at34.
Forcéd rail access would also reverse many of the network and system
oy efficiencies brought about by the Staggers Act. The pre-Staggers regulatory scheme
. ' effecﬁvely compelied the railroads to operate numerous inefficient routes. They were
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unable to concentrate traffic on the most efficient routes and gateways, and their ability
to compete was diminished. Staggers reversed that system and allowed the railroads
to invest in a streamlined and much more efficient and competitive network. Forced rail
access would result in the breaking up of a nationwide network of single-line and run-
through train service and efficient blocking in favor of a splintered, siower and less
competitive service with iﬁeﬁ‘tcient car utilization and supply.

Proponents of forced rail access have pointed to the ongoing restructuring of the
gas pipeline, electric transmission or telecommunications arenas. However, there are
several significant differences between the rail industry and these other industries.

First, openr access developed in the traditional utility industries because existing
regulatory structures had failed to protect consumers. In particular, utilities were using
their monopoly power in some areas, granted in many cases by federal and state law,
to exercisei monopoly powers in markets that otherwise would be competitive. Kates
were far higher than market circumstances justified. Railroads by contrast do not have
exclusive franchises granted by law from which to extend monopoly power, and the
evidence discussed above clearly demonstrates that shippers are gaining the rate
benefits of inter- ‘and‘ intramodal competition. Thus, the rationale for an open access
regime does noi exist in the railroad industry.

Second, there are major structural differences between the railroad industry and
the gas, electric and telecommunications industries: .

. »Gas pipelines and electric trémsmission lines carry products that are

completely fungible. A gas user does not care which molecule of gas it
receives. In contrast, a railroad customer expecting chemicals will not be
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satisfied with the delfivery of coal, and an electric utility cannot use grain to
generate electricity.

. " Telecommunications messages, like rail traffic, are unique and not fungible.
However, each message moves instantaneously and, in many respects,
without combination with other messages. In contrast, railroad traffic must
be batched, so that trains of optimal size are used. Furthermore, batched
movement of unique goods must be scheduled on a coordinated basis.
The industry could not function if individual cars were moved individually
and without regard to competing demands for track usage. ‘In addition,
legislative efforts to mandate open access in telecommunications are
currently mired in regulatory and legal uncertainty. Open access in
telecommunications ultimately may or may not prove successful, but at the
current time it is no model for other industries.

‘Accordingly, because ‘railroad traffic is not fungible and must be batched, it is
operationally very different from traditional utility services, and models applied to require
separation of the natural monapoly services provided by utilities from competitive
services which could be supplied by anyone do not apply to the railroad industry.

Third, some commentators point to open access rail regimes in other countries.

However, in almost all cases, those regimes involve the transition from state-owned
monopolies to privatization, wrth ownership of the rails centralized in a single entity. In
the United States, the indusiry already is in private ownership, and forced rail access
would involve de facto or de jure nationalization of assets.

Fourth, the Board should understand the costs of open access in the utility
industry. Regulators prescribe rates, terms and conditions of service, and even business
~ practices. They determine the internal structure of corporations in separating competitive

from mohopoly services. They establish the method for recovering costs that are
“stranded” in the transition to open access. In the gas industry, the Federal Energy

Regulatory Commission even defines the electronic forms used for business. Thus,
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under a system of forced rail access, the Board wouid have to reinject itself into the
ratemaking process, establish the ‘priorities for and the terms and conditions for
allocating rights to use track, and, in shoﬁ, reverse the deregulatory direction of the
Staggers Act and the progress made thereunder.

Further, the open access process in the utility industries has been costly and
lengthy. Full open access in the hatural gas pipeline industry took fifteen years to
implement after passage of the Natural Gas Policy Act of 1978 and is still a work in
progress at the retail level. The first legisiative efforts to create open access in the
electric industry failed, and open access there similarly remains a work in progress. The
current controversies surrounding the Telecommunications Act of 1996 also reflect the
pitfails of restructuﬁng an industry.

In short, utility open access is- a model imposed upon industries with
fundamentally different operating characteristics than railroads in order to respond to
problems that do not exist in the railroad industry. When the need of railroads both to
deliver unique goods on a batched basis using Iimited capacity and to attract adequate
capital is recognized, it is evident that forced rail access is shorthand for a return to
regulatory models that failed in the past. Forced open access would both exacerbate
the problems caused by the current insufficient capacity and undercut the success
achieved by regional and shortline carriers in keeping branch lines operative and in

preserving rail service to shippers on those lines. This is not the time to undo almost

twenty years of steady progress.
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As a matter of public policy, therefore, the railroad industry and ﬁs customers do
not need to go through another massive restructuring. As an economic matter, they
cannot afford to do so. The Staggers Act struck the proper balance between shippers’
needs for competitive rates and more reliable service and the railroads’ needs to
generate adequate revenue to attract capital to maintain and expand their infrastructure.
V.  Shippers’ Interests are Protected in the Current vRail Industry Structure.

Congress and the ICC/STB recognized that the shift to a demand-basédv pricing
system required the adoption of measures designed to protect shippers. Protections are
afforded when meon is found to be inadequate or there is a risk that market power
will be abused.

In addition to each rail carrier's common carrier obligation to serve shippers, the
Staggers Act provided and the STB has implemented a mechanism for determining
maximum reasqnable rates for shipbers where a rail carrier is “market dominant.”
Likewise, the STB's competitive access regulations enabie a shipper to secure access

to a second carvier if it is shown that the existing carrier has abused its market power

through its ta‘tyes;dyr: service. In response to shippers’ complaints that the existing
procedures w

ICCTA the estab ! iment of simplified and streamlined procedures for rate challenges.

Thus, on Octube

1996, the STB issued final rules establishing such procedures in

gmmﬂmggﬂngg Ex Parte No. 527 (Sub-No. 1) (STB served Oct. 1, 1996), for
cases adjudicated under the Constrained Market Pricing standard. Thereafter. the STB
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issued final rules on January 16, 1998, for rate complaints ucing the simplified maximum

rate guidelines which had been adopted in Rate Guidelines — Non-Coal Proceedings,

Ex Parte No. 347 (Sub-No. 2) (STB served Dec. 31, 1996), for small shippers and other
cases where the amount involved wouid not justify a full stand-alone cost presentation.

These rules are intended to protect shippers from paying unnecessarily high rates while

5 » fairly rewarding carriers for the expense and risk they assume in providing service and
the investment they make in rail facilities.
: The lCCISTB has taken a balanced, even-handed approach to dealing with rate
reasonableness challenges. For instance, while BNSF prevailed in the MéCar_ty Farms
‘proceeding.ﬂ' BNSF was ordered to provide rate relief and to pay $40 million in
reparations in the Arizona Public Service and West Texas Utilities proceedings.’ The
recent EMC "bottleneck” case®’ involving Union Pacific is another example where the
shipper was afforded relief. |

As for sérvice protections; the emergency service order provisions of the ICCTA
enable the STB to act when shippers'do not recefve adequate service. Recently, the

STB issued an emergency service order to address service problems in the Houston

area in response to shippers’ complaints. S rvice Order No. 1518 — Joint Petition
w McCarty Farms, inc. et al. v. Burlington Northern, Inc., Docket No. 37809 (STB

served Aug. 20, 1997).

o

Arizona Public

Ca.. Docket No. 41185 (STB served July 28, 1997), W
Burlington Northerm Railroad Co., Docket No. 41191 (STB served May 3, 1996)

@  EMC Wvoming Corp., et al. v. Union Pacific Railroad Co., Finance Docket No.
33467 (STB served Dec. 16, 1997).
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for Service Order (served October 31, 1997). In addition, shippers have remedies

available to them for recovery of damages caused by inadequate service for both

dontract and common carrier traffic.

Competition among the rail carriers is also preserved by ICC/STB review of rail
merger and control transactions. The ICC/STB has exercised its authority to impose
significant pro-competitive conditions on many of those transactions. Indeed, the STB
‘mposed conditions on the two most recent Class | merger transactions, the Burlington
Northern and The Atchison, Topeka and Santa Fe transaction and the Union Pacific and
Southern Pacific transaction. The ICC denied the ATSF/SP transaction outright.

Thus, the current statutory and regulatory structure protects shippers from abuse
of market power by the railroads, and recent ‘experience also demonstrates that service
issues can be effectively addressed by the STB in the administrative arena.

Vi. Potential Modiﬁcatioﬁs to Existing Protections.

While BNSF believes that it is of critical importance to maintain a demand-based
pricing structure and that. the existing statutory. and regulatory protections provide
shippers with adequate protection, we recognize that some have expressed concerns
" about the effectiveness of existing siatutory and regulatory opportunities to seek relief
from rate and service problems. In particular, shipbers have claimed that they cannot
obtain relief in a timely manner and that the procedures for obtaining relief are too
difficult and cumbersome. .In order to address those concerns, the STB may want to
consider establishing an advisory committee to undertake a' negotiated rulemaking to

identify and address specific shipper concemns about cumbersome procedures. Such an
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approach would enable the STB to consider proposals for action that have been

developed by the parties in a negotiated, consultative context rather than in the context

of a potentially adversarial, traditional regulatory proceeding. Among the possible areas

for Board consideration are:

The STB could require railroads and shipper
organizations to meet periodically to forecast and
plan, for example, for peak agricultural demand
periods so that the railroads can better serve
shipper needs.

The STB could require railroads to report

periodically on their responsiveness to shippers’
concems and needs. -

The STB could require railroads to provide
improved advance notification of major and long-

_ term service changes so that shippers could plan

their shipping and delivery cycles in order to better
accommodate those changes.

The STB could reduce the required showing for
relief for service-related problems under the
competitive access rules or the emergency service
order rules.

In addition, we support the use by the STB of more expeditious procedures for handling

all rate rchsonable proceedings and the elimination of as many regulatory and

administrative hindrances to the prompt and efficient resolution of such challenges as

possible.




CONCLUSION

In conclusion, it is BNSF's view that the current demand-based or differential
pricing system is functioning well and as anticipated by Congress when it adopted the
Staggers Act. Any fundamental changes in the existing structure would necessarily
imperil the service and safety achievements that have been reached, would restrict the
rail industry’s ability to compete with other modes of transportation, and would inhibit the
capital investment that will be required to maintain and increase the capacity of the
domestic rail system so that shippers’ needs can be met reliably and efficiently. Forced
rail access would both exacerbate the p’roblems caused by the current insufficient
capacity and undercut the success achieved by regional and s'hkortline carriers  in keeping
branch lines operative and in preserving rail service to shippers on those lines. A retum
to a pre-Staggers Actvstyle of regulation would bring with it all of the pitfalls and
. weaknesses Congress sought to remedy with that Act and would underéut the
revitalization of the industry in the post-Act era. BNSF would, however, be willing to join

with the Board and the shipping community to meet to address and reach appropriate

solutions to the concerns that have been raised.
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EXHIBIT A




DESCRETION

Avp. mifes of rond opsrated (irsight)
Toim canloads odginated

Gross ton-miles (exch, fooo,) (000)
Tealn - mites
Rsvenus ton-mites (000)

Avy. imiies of rosd operaied (height)
Talal carioads orginated
Total lons originated
Nevenue tons cented (000)
Gross ton-mites {eacl. loov.) (000)
Tealn - miles
Revenue ton-wmiles {000)

Avg. miies ol road oparated (eight)
Toiel cartoads otiginated =
Totel lona ocigiasted ° -
flavenue lons cawied (000) -
Otoss ton-miles texd. loco.) (000)
- Teakn - wlion
Revenue lon-mites (000)

BURLINGTON NORTHERN AND SANTA FE RAILWAY COMPANY
(incl. AT&SF, C&S, FW&D and FRISCO)

T os BNSF BNSF aNsE BNSF BNSF BNSF BNSF eNsF oNSF
1978 1970 1980 1981 1902 1083 1o84 1985 1988 1087

41,164 41,002 30,004 41,450 44,139 40,130 308,517 38,840 37,200 35,100
9543314 3017680 J005900 3003607 3003051 9725408 4120748 3,077,202 3002402 4,732,189
234,832,149 256,273,073 209,400,087 280.003,387 202,194,028 271,717,000 304,020,077 278,870,924 277,000,043 324,341,747
01,58¢ - 302,000 424,749 420,900 320,048 335,280 380,978 339,712 338 485 390,001
424920018 489,227,170 494,180,522 400,552,923 441,874,485 470,330,054 529,125,013 483469017 483,908,011 53412414
101,058,648 105,002,083 110,601,081 107,634,664 00832312 03548878 101,800.015 ©5,706,707 96500619 107,970,149
H0.0M0.048¢ 224,470,010 244,000,994 250,602,682 220,005,024 240,094,781 275,809,218 253,180,565 254,325,169 278,201,008

BNSK BNSF BNSF BNSF BNSF BNSF BNSF BNSF ONSF BNSF
1008 toes 1990 1904 to92 1983 1994 1906 1008 1007

33,128 34,622 33.082 32727 31,500 30,617 30,503 31,208 as170 0,858
4020012 A0 I28 6050752  S019005 5184442 S3ITGI9 5700750 S5987400 5683518 6,118,002
941,400.000 220,048,600 336980,504 335,034,484 J10,764,460 348,584,670 395880,000 308,421,480 381,706,625 184,883,107
375091 - 390,803 408,870 = 408,157 414,328 422,308 451,008 492,404 409,740 487,537
829,500,044 583,204,037 $72,076.213 564,911,183 570,269,170 409,089,111 638,543,303 0895800,823 080.271,727 770,334,408
110,320,012 110002,220 114,370,002 110,044,753 112,715,170 114,017,620 123,100,267 128,030,287 128,057,134 143,915,318
300,022,847 J13,208,00¢ 312220441 313,277,041 310,420,784 230,452,029 380,605,000 397,001,500 414,459,874 428,943,742

Cumulative % Change
78.97 07 88.97 92.97
% 1% 4% ™
”% 8% 2% 1%
64% - A% 4% 13%
20% 0% 2% 13%
T osy% e 3%
% 54% 20% 26%
1He% % “a% 5%
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BNSF Capital Investments
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Consolidated BI'SE

Ties

Rait & other irack malenals

Balasy

Terminal and Line Expansion (a)
Total Road Expendihres

Locomotives
. Leased Locomotive Overhauls (b}

Total Equipment
Ohet Expendinres (c)
Totat Capital Expenditiues

Source : R-18 - Scheckse 330 plus BN Leasing
and Leased Locamotive Overhauls.

Nowe: 1983
accounting white 1082- 1975 represents Netrement,

(o) Torminal and Line Expansion dolare for all
yoars ather han 1908 are inchuded within Ties,
:-.ul-lllo-.l:-l.

(o) Loasedt
¢§._.q=3-isgi‘
Upon merger. 1908 capiial I8 Included in the
Locomolive kne.

7 (c) OWer Expendiures is primarty mede up of the

change in the Censtruction in Process sccount
** For yourn 1908- 1007 represents combined BNSFE
Reltway

‘81e -

Butlington Northern Santa Fe
. Capitat Expenditures
1998 - 1975
(8 000)

161,738

216750 14815 230.643 183,713 127,199 144,685 110:134 113,370 113500 83.485

208229 483,018 822,651 305,634 313,062 201268 222008 167,074 144,004 135,024 124249

8056 170,423 190214 144,404 134,049 110,360 92.520 63,608 90,177 50671 04,043

281,818 827,854 87,448 207,002 anren 207,496 140,087 222,088 223,178 101,204 150,679
497,200 . e S S, e e

TTTidNee [ A X 1008973 ~ 1080503 T TReAIS 80,133 T oaZ s L3RI 20,19 x0T )

. 4700 €73,100 0.717 107,113 230413 131,205 2699 142020 220058 10,180 85,081

29,538 50417 38-

s7.418 45,000 87420 .._5 o114 108,063 23,708 a%w %.2- 0222 was2

.. 110, 442 5768 41 0y

- m”mmm. CEyi g »mﬁ 316,867 Am. o 7 P 2641 Tiies .m.ﬁ

250 22404 216,152 120.100 (82.047) 97.210 34654 e (14.319) . 6794 6,702

—RER _HIE TR SR NINNL I _HEe BRI RN C B

8,779 120,508
151,590 T to0r
68,007 112040
127,129 151558
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20743 10,268
56017: 20081
TR0 TS
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BNSF COAL . ,
Ereight Revenue Per Ton-Mile ' Ereight Revenue Per Ton-Mile
Current 1981 Constant Current 1981 Constant !
Year (Ceotsoerwn-mie)  {Ceois.oet uomiel Year (Cemxnecwnmie) (Geomoeriondmie)
1981 242 242 10681 1.23 1.23
1982 2.68 2.53 1982 1.57 1.48
1983 2.62 2.39 1983 1.66 1.51
1984 2.55 2.24 1984 1.69 1.48
1985 2.53 2.14 1985 1.63 1.38
1986 2.35 1.95 1986 1.46 1.21
1987 2.28 1.82 1987 1.46 1.17
1988 . 231 1.78 1988 1.49 1.15
1989 2.30 1.69 1989 1.46 1.07
1990 227 158 1990 142 0.99
1991 2.24 1.50 1991 143 0.95
1992 224 1.45 1992 1.40 0.91
1983 223 1.40 1993 1.35 0.85
1994 211 1.29 1994 1.30 0.80
1995 2.13 1.27 1995 1.25 0.75
1996 2.10 1.22 1996 1.20 0.70
1997 2.12 1.20 1897 1.20 0.68
AG COMMODITIES i |ALL OTHER
Freight R Per Ton-Mil N p
Current 1981 Constant Current 1981 Constant
Year i(Cesmoetxomiel - (Centsoerioo:ie) Year (Centeostioimisl - (Cantyoertonmis)
1981 2.70 2.70 1981 3.49 349
1982 2.74 2.58 - 1982 4.06 3.33
1983 242 220 1983 4.01 3.66
1984 224 1.96 1984 3.85 3.37
1985 2.47 2.08 1985 3.60 3.04
1986 2.09 1.74 1986 3.37 2.80
1987 1.75 140 1987 3.10 248
1988 1.93 1.48 1988 3.17 243
1989 - 1.94 1.42 1989 3.13 229
1980 2.09 1.45 1990 3.08 2.15
1991 2.08 1.39 1991 2.99 1.99
1992 2.13 1.38 1992 2.96 1.92
1993 221 1.39 1993 2.97 1.87
1994 224 137 1994 2.78 1.7
1995 2.04 122 1995 2.98 1.78
1996 2.09 - 1.21 1996 295 1.71
1997 - 210 1.19 1997 2.93 1.66

'

|

Note: Constant dollar figures are derived using the CPI
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| | Adjusted for Inflation with CP! Index .
: 110% J
| 100% |-
90% |-
80% |- In 1998 Dollars the mnmmﬂ Falls PNW,|
Wheat Rate has decreased 32%
70%
60%
50%
198119821983 |1984|1985)|1986| 1987 | 1988| 1989|1990|1991|1992| 1993 (1994|1995 19961997 | 1998
. 52 Car Rate | 100% 90%| 86%| 83%) 82%| 69% 71%)| 68%| 67%)| 64%| 68%)| 67%)| 67%| 67%| 70%| 69%| 68%

94%
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Montana 52 Car PNW Wheat Rates

$1.40
o $1.20
=
m $1.00
w i
....nm ao.mo i
= I
0 $0.60 |-

$0.40

1981|1982(1983|1984 | 19851986 | 1987|1988 1989112901991 1992|1993} 1994 | 1995|1996 | 1997 | 1998

Actual 52 Car Rate ~ =~{$0.71{$0.71($0.71{$0.70 «a.uo $0.70($0.61($0.66$0.66{$0.68{$0.68/$0.74/$0.76|$0.78$0.80($0.86($0.86|$0.86

a,.m:o: Adjusted Rate==1$0.71[$0.75[$0.78/$0.81 ao.mw $0.86($0.89|$0.92|$0.97/$1.02($1.06/$1.10[$1.13[$1.16/$1.19($1.22($1.25/$1.26

T
N

. F:s:o: Adjusted Rate calculated utilizing Consumer Price Index (CPI) factor multiplied by rates in base year of 1981
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Great Falls PNW Wheat Rate has
decreased 32% in Real Terms 1981 - 1998
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